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PREFACE 


Books on commercial banking in the United States may be 
classified in a number of different ways. Some are frankly pre- 
pared for text-book use for college courses in Money and Banking 
while others are written with the general reader in mind. Some 
deal with the philosophy of banking in its broader outlines, some 
with the history and theory of banking, while others describe the 
technical routine clerical operations within a given bank. Still 
others are devoted to Jiiore specialized subjects, such as the 
Federal Reserve System, the nature of bank credit, or relation- 
ships between the business man and his bank. 

However meritorious these various books may be in none of 
them does one find analyzed and described the i)roeess by means 
of which our present day banking system in the United States 
actually functions. If the student, the banker, or the intelligent 
laymen wishes to familiarize himself with our ])resent day bank- 
ing system in its broader aspects and the manner in which it 
functions he is most likely to turn to the typical book on Money 
and Banking. Here he is UMially confronted first with a lengthy 
discussion leading to an analysis of money, one of the most 
baffling and elusive problems in all economics. Then he -^nds 
numerous chapters on the history and theory of banking leading 
to the establishment of the Federal Reserve System. The typical 
college student and the average intelligent layman has at least 
such superficial knowledge of the Federal Reserve System as may 
be gained from the newspapers and popular magazines. Fur- 
thermore, he is apt to be genuinely interested in it. It appears, 
therefore, that to i)resent the broad outlines of the Federal Re- 
serve System early in a book has two advantages. In the first 
place the discussion of banking principles and practices in the 
major portion of the book can be made in the light of the system 
as it actually is today; and in the second place the writer is 
enabled to take advantage of the psychology of the situation 
and proceed on the well-known pedagogical principle of moving 
from the known to the unknown, from the concrete to the ab- 
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straot. Furthermore the reader will thus bring to a later study 
of money an cc[uipiuent which wilt make it less difiicult for him 
to get at the heart of that subject. 

One needs turn back only ten years or so to find most of the 
books on accounting beginning with an analysis of the tlieory 
of debit and credit. This was followed in order by work on the 
journal, the ledger, the trial balance, and finally the balance 
sheet. Since the underlying reason for each debit and credit lies 
in its effect on the balance sheet and income account, and since 
these statements arc frequently published and hence not so re- 
motely removed from the previous knowledge of the student, some 
writers in that field finally came to recognize that sound ])edagogy 
required that the study of accounting begin with the balance 
sheet. 

The individual bank is known, of course, to everyone. Just 
how it functions is, therefore, of immediate interest to the reader. 
The sources of its funds and their utilization, its relations with 
other individual banks through the collection ot items fur its 
depositors and the payment of checks of its dei)Ositors whitdi the 
latter emit to creditors in other cities, its relationship with the 
central banking S3^stem, its loaning power and its reserve jirob- 
lems — such matters are not so far removed from the immediate 
world of the reader as to make it difficult to develop and retain 
his curiosity. 

One aim of this volume, therefore, is to provide a fresh aj)- 
proach to the study of commercial banking in the United States. 
The attempt is made also to jilacc the emphasis differently. 'The 
general theme is an exposition of the process by means of which 
the banking system actually carries on. No real and vital under- 
standing of any banking system is possible without a knowledge 
of this process, and this most fundamental phase of the whole 
subject is the one which is almost invariably neglected. The 
process through which the loans of one bank become the deposits 
of other banks, and just how and to what extent this jirocess 
makes possible the multiplication of deposits in the banking sys- 
tem as a whole on the basis of a given reserve, are described at 
some length. In the light of this process the nature of bank credit 
with its constituent elements is analyzed in considerable detail. 
And finally some attention is directed to the changing character 
of our commercial banking system. 
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From all this it should be evident that no attempt has been 
made to follow the outlines of any of the existing books on bank- 
ing. Probably it will find little favor as a text in those univer- 
sities and colleges wliere the aim is to continue to give a course 
in Money and Banking in the traditional way. Only enough is 
included about money to make clear to the rearler how the iriadc- 
quacies of our monetary system react(‘d upon the individual bank 
and the banking system as a whole and to show how the Federal 
Reserve System ovc^rcame the difficulty. For the purpose at hand 
it seemed necessary to treat the Federal Reserve System only in 
broad outline form. Nevertheless the author believes that the 
combination of this book with some good treatise on Money 
should satisfactorily i)rovide the textual material for a forward- 
looking course in Money and Banking. It is intended primarily, 
however, for the course in Banking in collegiate schools of busi- 
ness and for the banker, bank clerk and intelligent layman who 
wish, in the most economical way, to become familiar with the 
broader phases of the banking jiroccss. 

For liclpful advice and criticism the author is greatly indebted 
to his colleagues, Professor I. L. Sharfman, Professor L. L. Wat- 
kins, Mr. L. R. Cray and j\Ir. G. W. Woodworth, as well as to 
his former colleague, Professor F. A. Bradford, of Lehigh Uni- 
versity. But most of all, thanks are due to Professor W. A. 
Patou for constructive encouragement while the manuscript was 
in its early stages. Jyluch of the credit for whatever merit the 
book may jiossess is due these gentlemen.^ It seems scarcely 
necessary to add that its defects must be charged solely to the 
author. 

R.G.R. 

Ann Arbor, Mich., 

June, 1928. 
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THE BANKING PROCESS 


CHAPTER I 

INTRODUCTION 

A study of the banking process, more than that of any other 
economic subject, presupposes an understanding of our present- 
day economic system. The banking process touches directly or 
indirectly every phase of our productive and distributive system. 
In fact without the services of banks our present system would 
be entirely impossible. What is the nature of this dependence 
and how has it come about? 

The extension of specialization is largely responsible for the 
development of this dependence. Only so long as individuals 
were self-sufficient in their productive operations was it pos- 
sible to maintain isolated economic independence. As men came 
to devote a large and ever larger share of their time to the pro- 
duction of some one commodity or service, exchange became an 
essential part of the productive program and mutual interde- 
pendence was introduced among various producers. Each pro- 
ducer must be a buyer as well as a seller in order to secure, 
through the production of some one thing, not only the raw n^a- 
terials or essential ingredients for that one thing, but also tiie 
variety of goods and services necessary for his own sustenance. 
As productive operations have become broken into smaller and 
smaller units with the introduction of machinery and large scale 
methods, the market or field of exchange has broadened corre- 
spondingly. And the tools and facilities for effecting trade per- 
force have been increased in number and effectiveness. 

Viewed in the long run rather than as an immediate phe- 
nomenon the exchange process is called upon to play another 
role of highest importance. The modern highly specialized sys- 
tem demands not merely the exchange in tl\c most effective and 
economical way of today's output of one group for that of an- 
other, but also some means whereby the future activities of 
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specialists can be coordinated and regulated as between differ- 
ent industrial producers and industrie.s, and whereby the indivi- 
dual may be provided with adequate facilities for the saving of 
a portion of the value of his own j)ro(luet. With (he extension 
of time involved in this roundabout jiroduetive process, along 
with large scale methods, facilities for diderred exchange liave 
been developed by force of circumstances. 

Since exchange is of basic importance in this highly si)ecialized 
and roundabout productive system, it follows that the tools and 
facilities which make exchange possible on any large scale are 
themselves of dominant importance. What are the esscaitial 
tools and institutions, and how do they perforin their essential 
functions? 

If exchange is to be carried out on any extended scale — that 
is, witJi many participants and over an extended market — the 
first essentials are a medium of exchange and standard of value. 
There must be some generally acceptable thing which serves as a 
go-between in trade. Through the process of exchanging his 
goods and services for the medium of exchange tlie producer 
is enabled to obtain a commodity which he may in turn ex- 
change for other commodities and services of ecpiivalent value. 
If the generally acceptable commo<lity be (livisil)le and durable 
the utility of the medium is greatly in(*reascd. Then through 
the exchange of one thing it becomes possible to secure a wide 
variety of goods or services at any deferred date. 

The phrase “of equivalent value” directs attention to another 
essential function — that of standard of value. By exchange 
value is meant the power of goods and services to command other 
goods or services in exchange. There must be some way of 
measuring this power before exchange can be effected efficiently. 
If a carpenter were building a barn for a farmer and taking his 
wages in food produced by the farmer, then they could reach 
some estimate of the worth of a day’s labor in meal, meat and 
vegetables. But even here the transaction would be difficult in 
the absence of some unit which might be introduced as a meas- 
ure of the relative values of the several things. The carpenter 
has occasion to secure clothing, tools, and a wdde variety of 
other things for his labor. Witliout a device such as this the 
task of measuring each thing in each other tiling becomes prac- 
tically prohibitive. There would have to be as many ratios 
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established as goods to be exchanged. The difficulty would be 
similar to that of attempting to deal with weight, length or 
volume without the assistance of standard units of measure. 
In each of those cases the problem has been solved by the estab- 
lishment of units known to everyone. The unit furnishe'^ a 
common language in which all can s])eak. In the case of ex- 
change values the adoption of a standard measure is no less 
essential if a Babel of tongues is to be escaped. 

With these functions in mind let us consider again a general 
picture of our j)resent productive system where specialized small 
and large scale producers are turning out j)roducls for markets 
ranging from the purely local in the case of some bulky or highly 
perishable products to the world mark(‘t for commodities more 
durable and of relatively high value. With the introduction of 
better and more cconomicrd means of transportation the former 
group has dwindled in number and the latter grown. In the 
growth of the market the existence of a satisfactory medium of 
exchange and standard of value has been no less necessary 
than that of transportation facilities. In fact production for 
the market is analogous to jiroduction for a giant wareliouse 
wluirein each jiroducer stores one or more products and draws 
out a variety of others in smaller quantities. Each contributor 
receives a claim check which entitles him to other goods and 
services of ecpial value. Each recipient of such claim checks 
has the choice of deferring his .demand for other things until 
a later date, or of turning it f»ver for a longer or shorter period 
to other jiroducers. The latter are enabled thereby to carry out 
larger and longer drawn-out productive processes through 'he 
agency of borrowed wealth. In other words production is cajii- 
talistic and capital can be amassed only throudi saving. This 
saving represents in the first instance goods or services which 
given producers refrain from consuming. It is in reality these 
same goods which are being used to sustain workmen engaged in 
producing machinery and plant, as \vell as the ])roducers of 
more immediate consumers' goods. Not only do the so-called 
claim checks furnish a ready means of saving and so stimulate 
the process of capital accumulation, but they make possible in 
the last analysis the sort of j)ooling arrangement wducli we have 
imagined. By placing his wheat in the warehouse the farmer 
is enabled to obtain not only a variety of products for himself 
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but through saving and investment to transfer to the producers 
of iron ore or machinery or clothing claims to the materials 
and services needed in their productive o])erations. These claims 
being transmitted to workmen will be used not only to claim 
flour made from the wheat but many otiier things from so- 
ciety’s storehouse — the market. By a process of tliis sort wc 
are able to oi)erate the mines and lumber mills that support 
the automobile industry. Operations of mills and farms furnish 
at one and the same time the means and the markeU and the 
productive process reveals itself to be a highly cooperative sys- 
tem, each part dependent on all other parts. 

These claim .checks in actual present-day society are rej)rc- 
sented by money or rights to money. It falls without the scope 
of this study to trace the development of money from its earlier 
crude stages to the refinements of today. It is suilicient for our 
present purpose to note (1) that the precious metals, gold and 
silver^ early came to be recognizi'd as i)ossessing qiialilii's which 
fit them preeminently for the double servie». of medium of ex- 
cJiangc and standard of value; ( 2 ) that economy in (he use of 
th(‘se precious metals and some degree of voluntary or intcui- 
tional elasticity were later jmivided by the introduction of 
l>aper money; and (3j that through the intermediation of the 
bank credit exchange became jiossible through the development 
of deposit currency. It is with this last factor that the chapter’s 
of this study primarily deal. 

The ultimate aim of all production is the increase of con- 
sumable goods. But in an age of s])ecializaiion and minute 
division of labor it is the exception rather than the rule for the 
individual to produce the identical commodities which he con- 
sumes. Instead his energies are directed to producing or to 
assisting in producing the one thing for which his talents best 
fit him. Payment for his labor is rcceivial in the form of money 
and with this money he may draw from society’s storehouse — 
the market — the consumable goods and services essential for his 
sustenance. To the tlegree that he docs this he “spends” his in- 
come. But if the value he adds to the product upon which he 
labors be sufficiently great the money income he receives may be 
large enough to provide him not only witli the bare necessilies 
but with a f(‘W or many of the things whicli help to make life 
mure worth living. He is then in a position to clioose whether 
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he shall spend all his income currently or to defer until a later 
date a portion of the expenditures he might make at once. He 
may be sufficiently far-sighted to want to build up for his old 
age a volume of claims which will insure him the necessary com- 
forts of life when he can no longer 1)(‘ an active producer. Tlu rc 
are other reasons which will be mentioned in a later connection 
that may induce him to forego some of the pleasures of present 
consum])tion. But whatever the objective to the degree that 
he refrains from spending all his money income there remain 
in the market goods and servi(‘es which he might consume im- 
mediately if he so chooses. By saving a portion of lus money 
income a corresponding volume of goods is also saved. But 
the goods thus saved, if they are to fulfill their purpose, must 
be placed at the disposal of olhers For effecting >uch redistri- 
bution or transfer adequatr machinery is necessary. It is this 
machinery which the banking sy>tem siij^plies. 

The individual who saves a pca’tion of his money income may 
make direct investments in real e‘-tat(' mortgages or corjioration 
se(‘urities or he may merely place the saved funds in the hank. 
In the latter .case some return in the way of int(‘rest or other 
service is expected in return for the use of his funds. Further- 
more the saver washes to be able to recovi'r his funds (uther on 
demand or after due notice and the bank must be able to meet 
such demands. AVithout undue anticijiation of the subject mat- 
ter of later chapters it may be said here that the hank needs 
to retain only a relatively small ])ortion of tlie funds (‘iitru'^ti'd 
to it for the jiurpose of meeting ihi* demands of depoMtors. By 
far the greater portion it is in position to transfer to respon'^ie e 
cntrejireneurs W'ho are enabled thereby, in effect, to draw from 
the market the goods w hich savers refrain from * onsuming. En- 
trepreneurs ordinarily do this indirectly by paying money wages 
— perhaps the same money they borrow’ from the bank -to their 
w’orkmen, and these w’orkmen in turn are able to withdraw’ con- 
sumable goods froni the market. In the meantime their serv- 
ices may be utilized by their employers in the production of ma- 
chines, tools, factories, etc., wdiich, later on, may be expected 
to make possible an increase in the total volume of consumable 
goods. 

It is in this way that capital comes into existence and con- 
tinues to increase. Saving a portion of money incomes on the 
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part of recipients is necessary, as well as the use of the goods 
thus saved to increase the facilities for further production. The 
role which the banks play in this process is of the greatest im- 
portance. To tlie extent that savings are not invested directly 
by those who do the saving the banks acquire possession of the 
corresponding money funds. The power which thus comes to 
the banker lies in his choice of the particular industries and 
particular individual firms which shall be put in possession of 
the savings of society. It is evident that the self-interest of 
the banker is definitely tied up with the decisions he makes 
in this process of redistribution. His own fortunes are at slake. 
His interest and the interest of society coincide. It is of para- 
mount importance to him, therefore, that his decisions shall be 
wise decisions. What are the component elements which enter 
into a wise decision of this character? 

The first and most important from the social standpoint is 
that the entrepreneur to whom title to funds is transferred by 
the banker shall be doing a profitable business. In the absence 
of monopoly this is the best test of the economic value to society 
of the services of any particular firm or business enterprise. It 
is unnecessar}" here to enumerate all the factors which are com- 
monly present when a firm or corporation is carrying on a 
profitable enterprise. But ordinarily the managers of such busi- 
nesses have better than average business judgment and acumen. 
They are trustworthy individuals who have demonstrated their 
capacity to conduct productive operations to advantage. And 
the mere fact that they are able to make a profit is in itself 
evidence that the goods they produce are wanted by society; 
otherwise they could not be sold at all, much less at a profit. 
Hence the profit test furnishes a most important guide to the 
banker when he must choose among different producers seeking 
claims to a portion of society's savings. 

But past and present profits are no guarantee of future profits. 
In order to protect the savings which he controls the banker also 
must have security in some form or other.^ Only in this way 
can the integrity of the savings intrusted to him, and for which 
he will be held responsible, be insured. 

From this it seems clear that when the individual enterpre- 
neur has both profits and adequate security the interests of so- 
’For a fuller discussion of this point see chapter on Bank Credit. 
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ciety are being served by placing at his disposal the means 
whereby productive processes may be continued or enlarged. 
If enlargement is desired tlie funds will be secured from one type 
of bank. If merely a continuation of current processes is the 
object the services of another type are needed. But this brings 
us to a study of the functional divisions of banking, which is 
the subject matter of the following chapter. 

SELECTED REFERENCES 

ALFiiKiJ ]VI \RSH VI.L, Money, Credit, and Commerce, Rook I, Chapte rs I 
and IT. 

W. A. SceyiT, Money and Banking (1926), Chaptor II. 



CHAPTER II 

THE PRINCIPAL BANKING FUNCTIONS 

Banking is a term used rather loosely to describe the opera- 
tions of almost any institution whose business is concerned chiefly 
with the handling of money or claims to money. On a func- 
tional basis two main divisions of banking may be discerned. 
The one division — commercial banking — has for its main func- 
tion the gathering together of the short time funds of the com- 
munity and making such funds available for the financing of 
the current processes of the commercial world. Incidental to 
this, and scarcelj" less important, the commercial banking sys- 
tem supplies our chief medium of exchange — dei>osit currency. 
The other division deals with more permanent types of capital. 
That portion of its annual income which the community refrains 
from utilizing for the satisfaction of current wants represents 
its total annual savings. In large measure such savings tend 
to become permanent, and through the instrumentality of bank- 
ing houses are made available for the enlargement of concrete 
capital goods needed for productive enterprises. The gather- 
ing of such savings and their subsequent apportionment among 
the different corporations and governmental units seeking addi- 
tional capital are the prime functions of this second main divi- 
sion of banking — investment banking. 

A. INVESTMENT BANKING 

The general field of investment banking is covered in the main 
by two types of banking institutions, the savings bank and the 
investment banking house proper. In addition to these we have 
trust companies, building and loan associations, retail bond 
houses, and Morris Plan banks, all of which arc customarily re- 
ferred to as banks. Insurance companies and investment trusts 
are also important collectors and investors of capital. The lines 
of demarcation between the different functions are not clearly 
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defined in a single institution, due principally to the fact that it 
has become the custom in modern practice for one institution to 
perform more than one of the fundamental banking functions. 
Thus we have commercial banks that also accept savings de- 
posits. Others not only accept savings deposits but also act 
in the same fiduciary relationships as do trust companies. In 
many jurisdictions savings banks also accept commercial de- 
posits while trust companies frequently do both an investment 
and a commercial banking business. Some commercial banks 
have investment banking departments and almost all of them 
perform in greater or less degree the function of the retail bond 
house. The two fundamental functions themselves are separate 
and distinct from each other in spite of the fact that a single 
so-called banking institution may perform both main functions. 
It is of the utmost importance to bear this in mind, since we 
arc here concerned primarily with functions as such rather than 
with particular institutions. 

1. Savings Banks 

The two aspects of investment banking of the greatest impor- 
tance, as has already been pointed out, are the gathering of 
the current savings of the community and the transference of 
such savings to those industrial, commercial and governmental 
units which seem to offer the most advantageous opportunities 
in the use of additional capital. The savings bank is concerned 
primarily with the first of these aspects. 

a. Service to the Individual Saver 

Looked at from the standpoint of the individual the basic 
function of the savings bank is to provide a medium for the safe 
investment of the amounts which the individual of small means 
is able to save from his income. The safety which these insti- 
tutions provide is derived from a combination of the following 
factors: 

(1) Regulation by the state covering the general character 
of the investments which savings banks are permitted to make. 
Only the most conservative types of investments arc legal for 
these institutions and this necessarily means that the yield is 
comparatively small. But since safety of principal is of para- 
mount importance to the small saver he should be satisfied with 



10 THE BANKING PROCESS 

the 3% or 4% rate of return on his savings which these banks 
usually pay. 

(2) The regulations of the state are of a nature which, while 
they limit narrowly the types of investments, permit the exercise 
of good judgment in the selection of particular securities. The 
individuals who manage these institutions are naturally expert 
in appraising the value of individual issues of securities, and arc 
able, therefore, to choose those which combine most advan- 
tageously the qualities of satisfactory yield and safety. A higher 
rate of return is thus earned than the depositor — unversed in 
the art of investment — could hope to get otherwise with the same 
degree of safety. In other words, the individual with small sav- 
ings and who knows little or nothing about the relative merits 
of different types of investments is enabled, through the interme- 
diation of the savings bank, to enlist in his service all the skill 
and judgment of experts whose profession is the investment 
of funds in such manner as will combine most effectively great 
safety and good return. 

(3) But even if the small saver did have the knowledge, ex- 
perience, and judgment sufficient to insure his picking out good 
investments, the sums which he ordinarily has available for this 
purpose usually are so small as to preclude the buying of more 
than one security. Bonds commonly come in one-thousand-dol- 
lar denominations, although there are some which can be ob- 
tained in five-hundrcd-dollar pieces, and in late years even 
'‘baby” bonds of one hundred dollar denomination are not un- 
known. It is necessary, therefore, for him to save from one 
hundred dollars to one thousand dollars before he can make a 
single investment. Even then, moreover, the safety of his sav- 
ings is completely identified with the fortunes of one corpora- 
tion or with the changing values of one piece of real estate on 
which he may hold claim to a portion of the mortgage. With 
a much larger sum to invest he could secure a greater measure 
of safety by distributing his funds among a number of different 
securities. Thus he would be able to avoid the risk of total loss 
which comes from putting all his eggs in one basket. The sav- 
ings bank, receiving small sums from many individuals, is in 
position to attain the additional safety which may be secured 
through diversification. In this sense the savings bank partakes 
of the nature of the investment trust. The investment trust is 
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an institution which is designed to secure a large measure 
of safety as well as possible appreciation of principal for the 
small investor through diversification of the risk. But until 
recently it has made little headway in this country. Dur- 
ing 1926 and 1927 a large number of these trusts were estab- 
lished, but many of them were without adequate protection for 
the individual contributors. Some degree of public regulation 
is needed. Until such time as adequate safeguards are provided 
and the investment trust has become as widely accepted here as 
it is in England and Scotland, the savings bank will remain as 
the sole agency for the safe investment of small sums. It holds, 
therefore, a position of paramount importance in the economy 
of the individual saver. 

(4) The savings which arc entrusted to savings banks arc re- 
payable only upon advance notice to the bank. This is no in- 
convenience to the savings bank depositor. He is usually saving 
for a particular purpose. It may be for the purchase of a new 
home, for sending the son or daughter to college, for enabling 
him to get into business for himself in a small way, for provid- 
ing a competence for his old age, or merely for the proverbial 
rainy day. For such purposes he usually knows some time in 
advance just when the funds will be needed and is thus in posi- 
tion to give the required notice of withdrawal to the savings 
bank. From the very nature of such deposits the demand upon 
a savings bank for withdrawal is very small, and it commonly 
waives its right to receive advance notice. All this means that 
only a very small percentage of its total deposits needs to be 
kept uninvested for the purpose of meeting current withdrawals. 
At least 95% of its total funds may safely be kept invested, and 
this tends to insure large earnings out of which interest to the 
depositors is paid. Furthermore, since its deposits arc semi- 
permanent in nature the funds themselves may be invested with 
propriety in long-time capitalistic enterprises on which a larger 
rate of return is usually to be earned. 

b. Social Service 

Savings banks also perform an extremely important function 
from the point of view of social utility and public service. By 
gathering up and investing the small savings of individuals they 
make these accumulations of current savings available for indus- 
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try in general. Without some such intermediation the incentives 
for saving on the part of individuals would be lessened, and to 
the degree that this is true the rate of capital accumulation of 
society would be retarded. This is true because the money 
means which are put at the disposal of industry through small 
individual savings are a most important part of the mechanism 
by which society is able to increase its concrete tools of pro- 
duction. Some idea of the extent of the savings bank business 
in this country may be had by noting that in 1926 there were 
1,524 savings banks, and their total savings deposits exceeded 
$9,600,000,000. And all this in spite of the fact that the aver- 
age size of the individual deposit accounts was only $623.46.^ 

c. Organization of Savings Banks 

In this country savings banks may be organized either as cor- 
porations or as mutual institutions. The former is a private en- 
terprise having as its objective the making of profit for the 
stockholders. The funds deposited with a stock savings bank 
are invested together with the capital contributions of the stock- 
holders. From the returns on such investments, the institution’s 
operating expenses must be met. A previously agreed upon rate 
of interest is then paid to the depositors, and whatever remains 
belongs to the stockholders. This may be paid out to the stock- 
holders in the form of dividends or it may be added to the 
“Surplus account” and thus increase the capital investment of 
the stockholders. 

Mutual savings institutions are organized — usually by pub- 
lic-spirited men of means — solely for the benefit of the deposi- 
tors. No definite rate of interest is guaranteed in advance; but 
after expenses have been met and a sufficient guaranty or safety 
fund has been built up, all the remainder is distributed pro rala 
among the depositors. 

The fact that the stockholders get a portion of the profits 
in a stock savings bank and only the depositors receive the earn- 
ings in a mutual institution should not lead one hastily to the 
conclusion that the latter is necessarily more desirable from the 
point of view of the depositor. In the first place the original 
investment of the stockholders and whatever amounts may be 
added later to surplus serve as an element of safety protecting 

* Report of the Comptroller of the Currency for 1926, p. 003. 
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the depositor from loss. That is, the losses in a stock savings 
bank would need to be large enough more than to wipe out the 
amount represented by ^'Capital Stock and Surplus” before any 
loss would accrue to the depositors. But this is not all. In a 
stock savings bank there is additional incentive to achieve 
economy of operation as well as great skill in its investment 
policy. By such means expenses may be kept low and returns 
on investments may be kept considerably above the minimum, 
thus insuring larger profit for distribution both to the stock- 
holders in the form of dividends and to the depositors in the 
form of interest. This incentive docs not exist in such large 
measure in mutual savings banks, since the management there 
does not share in the profits. For this reason it is sometimes 
thought that mutual savings banks are apt to be more conser- 
vative in their management than stock savings banks. Since 
the management does not share in the profits there is really no 
reason why any but the most conservative policy should be pur- 
sued. This idea finds expression in the laws of New York State, 
where the savings banks are exclusively of the mutual type, and 
the law prohibits the maintaining of reserves in excess of twenty 
per cent of the deposits. No minimum reserve is named. It is 
evident that the legislature feared that the management of these 
mutual savings banks might neglect to keep the funds at their 
disposal properly invested, since they do not share in the earn- 
ings. On the other hand it is customary in states where stock 
savings banks exist to specify a minimum reserve which must 
be maintained. This is done because of fear that the manage- 
ment, eager for extra large profits in which they participate^, 
might fail to keep sufficient funds on hand in an uninvested 
form. 

In view of all these considerations there seems to be little ad- 
vantage one way or another. Assuming reasonably sound laws 
relating to savings banks, and their intelligent administration by 
the state banking departments, both mutual and stock savings 
banks are pretty certain to prove sound, conservatively managed 
institutions. To such institutions the small individual saver 
may intrust his savings without misgivings as to their safety. 

In conclusion emphasis should be placed on the fact that sav- 
ings banks constitute one of the most important media for the 
investment of fixed capital. So far as each individual depositor 
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is concerned the amount of his deposit is only semi-permanent. 
That is, at some time in the future — determinable or indeter- 
minate — he will demand repayment of his savings. This may 
be for the original purpose for which the savings were accumu- 
lated or for some need or use which develops later. It is ordi- 
narily the case, however, that the withdrawals of some deposi- 
tors are more than offset by new deposits made by others. In 
the aggregate, therefore, such deposits may properly be con- 
sidered permanent. Their investment by the savings bank for 
fixed capital purposes is thereby justified. And in a general 
sense this may be said to ,be the most important peculiarity 
which distinguishes savings banks from commercial banks. As 
will be shown later the eommercial bank is custodian of the short- 
time liquid funds of society. Its deposits are composed merely 
of the funds which arc being currently used by its customers, 
and the total is subject to a much greater degree of fluctuation 
than in the case of savings deposits. Such funds may be used 
for making short-time loans for working capital puri)o.sos — the 
kind of loans which are essentially self-liquidating within a few 
months. But since the deposits of commercial banks are pay- 
able on demand, and since the demand for repayment is heavy, 
it is manifestly improper to divert such funds into fixed capital 
channels. Buildings, factories, houses, bridges, machinery and 
similar capital goods give off their uses only over a period of 
years. The money funds which are devoted to such purposes 
should also be long-time funds in order that the product which 
is properly imputable to the use of the capital goods in ques- 
tion may be used to retire the indebtedness at maturity. Such 
are the funds which the savings banks handle. They serve to 
bring together the individual saver and the industrial or public 
enterprise seeking additional permanent capital. The operations 
of savings banks in the carrying out of this function are supple- 
mented by the work of the investment banker, to whom attention 
is now directed. 

2. Investment Banking Phopeb 

We have seen that savings banks are primarily middlemen. 
They seek to collect from individual savers such funds as they 
may be able to accumulate, and then to invest these funds in 
such fashion as to make the largest return consistent with safety 



THE PRINCIPAL BANKING FUNCTIONS 15 

of the principal. Investment bankers are also middlemen. They 
are usually private, unincorporated firms whose principal busi- 
ness is the supplying of money funds to specific governmental 
agencies and to railroad, public utility and industrial corpora- 
tions. They buy or underwrite issues of bonds or stocks from 
corporations and governmental units, and distribute these securi- 
ties among customers who have funds to invest. Some of these 
houses arc very large and powerful. The names of J. P. Morgan 
and Company, and Kuhn, Loeb and Company arc known all 
over the world. Usually, however, the capital of the invest- 
ment banking house is not large in comparison with the size 
of the business they actually conduct. This is due to two 
factors. 

In the first place, by pledging as collateral the securities they 
receive from the issuer and which they arc seeking to distribute 
they arc able to borrow from commercial banks up to eighty 
per cent of the face value of the loan. Such loans are needed 
only during the process of distribution and hence have very 
short maturities. As the securities are sold such loans may be 
paid off. 

In the second place the turnover of securities handled is very 
rapid. The investment banker must be able to gauge his mar- 
ket. It is important that he be assured in advance of ability 
to dispose rapidly of any particular issue. This is partly accom- 
plished by a sort of j/ooling arrangement among the investment 
bankers themselves. The banker dealing with a borrower or- 
ganizes a syndicate composed of other investment banking 
houses, each of which agrees to be responsible for the distribu- 
tion of a portion of the issue. At the same time this banker is 
being included in the syndicate operations of other investment 
banking houses. That is, he is agreeing to be responsible for 
handling certain amounts of their issues. In this way the risk 
on particular issues is spread and each banker is thereby enabled 
to do a much larger volume of business on his capital than would 
be possible otherwise. 

In this process of capital-raising, just as in many other eco- 
nomic processes, it is possible to eliminate the middleman, but 
frequently this can be accomplished only at a greater ultimate 
cost. This is commonly found to be the case when any large 
volume of capital is to be raised. The business corporation or 
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the municipality may sell their securities directly to the public. 
But the absence of a retail security selling organization and an 
established clientele usually makes the expense of such proce- 
dure much greater than the commission which the investment 
banker exacts for securing the funds. Furthermore the greater 
actual expense of getting the funds directly is not the only dis- 
advantage which the large corporation would face in attempt- 
ing to sell its securities directly. Without the intermediation 
of an investment banker who agrees to furnish a definite sum 
upon an agreed date the corporation can have no assurance that 
the funds will be forthcoming at all; and even if they can be 
raised in this way it is impossible to know in advance at what 
time they will be available. If the funds are to be raised 
directly, therefore, plans for the use of the new capital must be 
held in abeyance until it can be demonstrated not only that the 
funds will be forthcoming, but when. By entering into a con- 
tract with an investment banking house the borrower is enabled 
to proceed at once with his plans for use of the funds which arc 
to be definitely supplied. Such considerations lead us inevitably 
to the conclusion that the investment banker performs a useful 
function for which payment in the form of commissions or 
otherwise is economically justified. 

a. Functions of the Investment Banker 

It is evident from the above that the investment banker has 
four principal classes of contacts: 

(1) The industrial or governmental borrower 

(2) The commercial bank 

(3) Other investment bankers 

(4) The purchasers of investment securities, that is, institu- 
tions and individuals having funds to invest more or less per- 
manently. 

Some reference has already been made to the first three of 
these contacts. Adequate discussion of the conditions under 
which business corporations and governments may borrow per- 
manent capital, falls without the scope of this study. The sanfe 
thing holds true for contact (3), other investment bankers. The 
processes involved in commercial banking constitute the princi- 
pal material for analysis in the pages that follow. Before tak- 
ing up the study of commercial banking as such, however, it is 
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important that attention be directed to the fourth class of con- 
tacts enumerated above. 

The ultimate market for the securities underwritten by these 
investment banking houses consists of the following: 

(a) Individuals who have incomes in excess of their current 
requirements and who wish to .invest such excess productively. 

(b) Corporations with a volume of liquid funds in excess of 
the amounts needed for the conduct of their business and for 
the preservation of an adequate cash position. 

(c) Insurance companies provide one of the most important 
outlets for investment securities. Naturally, insurance is the 
principal commodity sold by insurance companies. Nevertheless 
a large percentage of the policies issued by them contain also a 
factor of saving. If the holder of an endowment policy lives 
until the maturity of his policy the sum returned to him is at 
least equal to the sum of the various amounts paid in by him. 
He thus has had the protection during the life of the policy and 
at the same time has saved an amount equal to its face value. 
The same thing is true in lesser degree of all other kinds of in- 
surance policies except those for what is known as ‘Herm” in- 
surance. A large portion, therefore, of the sums which insurance 
companies collect from their policy-holders may be said to rep- 
resent savings. In turn the insurance companies invest these 
savings in high grade corporation and government bonds, thus 
making these funds available for productive enterprises. 

(d) Savings banks. We have already seen that through the 
channels of these institutions countless rivulets of small savings 
converge into large streams of capital seeking productive inve-i- 
ment. Savings banks as a class constitute one of the principal 
customers of investment banking houses. Thus the small suras 
which the individual saves out of his income and deposits in the 
savings bank are largely utilized by the savings bank in pur- 
chasing the securities brought out by investment banking houses. 
And from the investment banking house they pass, in turn, to 
the corporation or municipality seeking additional funds for pro- 
ductive or civic purposes. Thus the savings bank and the in- 
vestment banker — both middlemen — provide the two most im- 
portant media whereby the savings of society are enabled to find 
productive employment. It should be noted, in passing, that 
these two institutions are complementary. The investment 
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banker who handles high grade securities finds one of his best 
customers in the savings bank. In turn the savings bank is 
more or less dependent upon the investment banker for safe and 
profitable media for the investment of the funds in its possession. 

(e) With no desire to anticipate the discussion in later pages 
it needs to be noted also that commercial banks are also heavy 
buyers of the securities sold by investment banking houses. As 
will be shown later no large portion of the funds in their posses- 
sion which represent deposits payable on demand may with pro- 
priety be invested in long-time projects. Nevertheless an amount 
roughly equivalent to the investment of the stockholders in the 
typical commercial bank plus its savings deposits may be used 
legitimately for the purchase of high grade bonds of long ma- 
turities. 

B. COMMERCIAL BANKING 

The discussion in the preceding sections is intended primarily 
to furnish the setting or background for a consideration of com- 
mercial banking. Savings banks serve as an agency for bring- 
ing together the savings of many individuals. These institutions 
distribute a large portion of such money funds among the dif- 
ferent investment bankers, and the latter, in turn, redistribute 
them among such private business enterprises and governmental 
units as may be seeking additional permanent capital. Both 
these types of banking institutions are handling long-time funds 
which may, with propriety, be devoted to fixed or permanent 
capital purposes. The individual commercial bank, as it oper- 
ates under modern conditions in this country, participates in 
this same process. It ordinarily accepts savings deposits, and 
to the extent that it does so it partakes of the nature of a sav- 
ings bank. The funds coming to it through its savings accounts 
are, or at least ought to be, used for exactly the same purposes 
which we have seen are proper for savings banks themselves. 
The funds which come from its stockholders and that portion of 
its earnings which may be retained permanently in the business 
may also be invested quite properly in long-time securities. The 
.average commercial bank ranks, therefore, with the savings bank 
as being among the best customers of the investment banker. 

But many commercial banks also enter the investment banking 
field proper. A few of the largest commercial banks in the 
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largest cities actively participate — either directly or indirectly 
— in underwritings and other syndicate operations of the invest- 
ment banking field. Furthermore, it is quite common for them 
to serve as distributing agencies for the issues of the investment 
bankers by retailing bonds to their depositors. 

In recent years the commercial bank has also entered into ac- 
tive competition with trust companies. The fundamental func- 
tion of the trust company is not a banking function at all. The 
original business of the trust company was two-fold: first, the 
execution of personal trusts, such as serving as executors of wills, 
administrators of estates, making investments for clients, etc.; 
and second, corporation trusts, such as acting as trustees for 
bond issues. With the growth of the corporate form of organi- 
zation they serve as registrar and transfer agent for government 
and corporation issues of bonds and stocks. Corporate reor- 
ganization and financing has also come to be an important phase 
of their business. It should be noted that in the operation oi 
these various kinds of business it is obvious that considerable 
sums of money come into their possession for safe-keeping and 
for investment for their clients. Hence it was but a natural 
step for them to offer to accept deposits from the general pub- 
lic and to do a regular banking business. The commercial bank 
retaliated for this invasion of its territory by entering the trust 
field proper, and we now find many commercial banks engaged 
in the same fiduciary relationships as the trust company. 

But all of these services lie outside the realm of commercial 
banking when considered from the functional point of view. - A 
financial institution whose business is mainly that of a savings 
bank is usually called a savings bank even though in many states 
such banks also enter the other fields described above. If the 
emphasis is on fiduciary relationships it is usually called a trust 
company even though it may do a large savings and commercial 
banking business. But those institutions in which the savings 
and trust businesses are only incidental are usually referred to 
as commercial banks — whether national or state. The commer- 
cial bank as such, however, is concerned with only one phase 
of the general process of capital-raising. Whereas the invest- 
ment banking function arises in connection with the raising and 
redistribution of fixed capital, the commercial bank finds its 
most important economic function in the raising of working capi- 
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tal for industry. By working capital is meant all those tangible 
assets of a business the particular individual items of which re- 
main in the business for a period not exceeding at the most a 
single fiscal period. Raw materials, goods in process, finished 
product, accounts and notes receivable, a working cash balance 
— such are the items which go to make up working capital. A 
manufacturer buys raw materials, puts them through the proc- 
ess of manufacture, and after fabrication is completed he sells 
his finished product. Payment for such goods usually will be 
received only at a later date — after the expiration of ten, thirty, 
sixty, or ninety days. But in the meantime additional raw ma- 
terials must be purchased and fabricated if the business is to 
operate continuously, and the wages of the working staff must 
be paid regularly. He needs at once, therefore, the funds which 
his sales represent, and as payment will not be received until 
later he anticipates such receipts by borrowing from the commer- 
cial bank for a period roughly approximating either the credit 
period which he extends his customers or the length of time over 
which the process of manufacture extends. In due season he 
receives the amounts due from his customers and from such 
receipts is able to retire his loan at the bank. Such loans are 
for working capital purposes and are essentially self-liquidating. 
By this is meant that in the normal operation of the business 
funds will be received by him out of which the bank loan may 
be paid off. 

The furnishing of funds for such purposes is the essential 
function of the commercial bank. In a credit economy each step 
in the productive and distributive process needs to be financed. 
The making of loans for such purposes makes it possible for 
each sound industrial unit to operate most efficiently from a finan- 
cial standpoint and assists in the onward march of commodities 
from the manufacturer to the final consumer. Tlie latter effects 
the final liquidation out of his income. The commercial bank 
takes its name from the fact that it thus assists in the financing 
of commerce as distinct from the financing of the permanent as- 
sets which are necessary for the carrying on of commerce. 

Enough has been said to draw sharply the fundamental lines 
of demarcation between savings and investment banking on the 
one hand and commercial banking on the other. In the chap- 
ters which follow attention is directed exclusively to an analysis 
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of the commercial banking function. In order to simplify exposi- 
tion it will be found convenient to speak of commercial banks 
in a sense which might imply that these institutions perform 
their basic functions only. But it is important to bear in mind, 
as indicated above, that any particular commercial banking 
institution is actually concerned with other banking functions 
which it carries on concurrently with the business of commercial 
banking. 
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CHAPTER III 

THE NATURE OF COMMERCIAL BANKING 

The modern commercial bank is a private institution organized 
by individuals under the provision of national or state laws for 
the purpose of making profits. To be profitable to its owners 
an institution must perform some service or services which are 
essential or at least helpful in the economic scheme of things. 
The modern commercial bank performs a great variety of serv- 
ices, some of which will be touched upon later, but its principal 
functions in this country today arc: 

(1) to furnish deposit currency, our most important medium 
of exchange 

(2) to hold the temporary surpluses of business units and 
individuals, 

(3) to use in the most efficient manner the funds thus ac- 
quired in making short-time loans to customers for wwking capi- 
tal purposes. 

An institution w^hich docs not perform all three of these func- 
tions is not a commercial bank in the modern sense. 

A. SOURCES OF THE BANKAS FUNDS 
1. Initial Capital 

Before a new bank can open for business it is not only neces- 
sary that a great many teclinical and legal formalities be com- 
plied with, but the promoters and their associates who arc behind 
the project must provide the initial capital. In most jurisdic- 
tions in this country there is prescribed by law a definite mini- 
mum capital stock, either all or a definite percentage of which 
must be paid in to the bank before it opens oflBcially for busi- 
ness. The minimum capital of a bank organizing under national 
law is dependent upon the size of the city or town in which the 
bank is located, and at least half of the capital must be paid 
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in cash before the bank throws open its doors to the public.^ 
The first source of funds, then, with which a bank does business 
is the body of stockholders. 

2. Earnings 

To the degree that the bank is successful in performing the 
functions enumerated above profits will be earned. It is custom- 
ary for a conservatively managed bank to retain permanently 
in the business some portion of its earnings. Such sums are 
transferred to the surplus account and frequently constitute a 
very important item. The building up of a surplus account is 
considered so important that the National Bank Act specifies that 
until a surplus equal to twenty per cent of the capital stock has 
been accumulated a definite percentage of earnings must be 
transferred to this account. In order to avoid this restriction as 
to disposition of its earnings and to give the appearance of 
greater strength at the outset banks customarily organize with a 
paid-in surplus equal to at least twenty per cent of the capital 
stock. Indeed it is doubtful if a national bank would now be 
permitted to organize without such an initial paid-in surplus. 

The amounts carried to surplus from earnings are often very 
large. One of the most striking examples of this is the Union 
Trust Company of Pittsburgh wuth $1,500,000 capital stock and 
over $49,000,000 surplus. In the case of one large national bank 
in New York City only nominal amounts have been added to the 
original investment except from earnings and yet today the com- 
bined capital and surplus amounts to over eighty times the origi- 
nal investment. 

a. Double Liability 

It is clearly to the interest of customers of the bank, however, 
that all the original capital be represented by stock on account 
of the double liability feature attaching to stock. Under the 
provisions of the National Bank Act, when a national bank fails 
and its assets are insufficient to meet its liabilities, its stock- 
holders are liable for the deficit up to the par value of the stock 
each owns. In the event of complete failure, therefore, the stock- 
holders stand to lose not only the amount of their original con- 
tribution but also an additional amount equal to the par value 

' See page 40. 
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of their stock. This feature has been widely copied in the bank- 
ing laws of the various states. Thus, if we have a bank organized 
with $200,000 capital stock and $40,000 surplus there is standing 
between the depositor and loss $200,000 plus $200,000 (the double 
liability) plus $40,000, a total of $440,000. With the entire in- 
vestment of $240,000 represented by stock the bank would have 
to lose $480,000 before any loss would fall upon the depositors. 
The depositors are better protected, of course, with $200,000 capi- 
tal stock and $40,000 surplus than they would be with only 
$200,000 capital stock. The point is that they would have still 
greater degree of protection with $240,000 capital stock and no 
surplus. 

3. Deposits 

For tlie successful bank, however, its clientele provides a far 
more important source of funds than either of those just men- 
tioned. Ordinarily the stockholders are business or professional 
men of some prestige in the community in which the bank is 
located. If they have faith enough in the prospects of the bank 
to subscribe for its capital stock they will naturally be interested 
enough in its welfare to give it their own business. This means 
that they will transfer all or a part of their deposits in other 
banks to this new bank and will thus become the original de- 
positors. Because of their prestige their example will influence 
otlier members of the community to intrust their funds to the 
bankas keeping. In the typical case many of the stockholders 
own businesses of their own or arc influential oflicers of corpora- 
tions. Indeed, it is the expectation of being able to secure the 
deposits of such businesses that makes the prospects appear good 
that the new bank will be successful. With the passage of time it 
is reasonable to expect that these businesses will grow and will 
find it necessary to carry correspondingly larger deposits. New 
business enterprises arc constantly getting under way, which 
will provide additional deposits for the bank which is successful 
in securing their accounts. And finally, to some extent at least, 
deposits may be enticed away from banking competitors. When 
a successful bank has finally become firmly established in the 
life of a community the volume of the funds received from de- 
positors will normally be from five to fifteen times the capital 
contributed by the stockholders. 
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Business houses always find it necessary to keep on hand a 
certain volume of liquid funds in order to insure their day-to-day 
solvency and in order that they may be in position to take ad- 
vantage of profit-making opportunities which may appear. In 
the course of a day^s business the typical business house re- 
ceives payment for goods or services which it has sold and makes 
payments for goods or services which it has been required to pur- 
chase. Since there is no assurance, however, that the receipts 
for any particular day, week, or month will be sufficient to offset 
the necessary expenditures for the same period, some reserve fund 
is necessary. Just how large this fund should be each firm learns 
for itself by its own experience. With the exception of its petty 
cash funds, such reserves are usually kept on checking account 
at the bank. A greater measure of safety for its funds is thus 
obtained, but this is one of the minor advantages. Of much 
greater importance is the convenience of being able to make 
necessary payments by check. At the same time — and for most 
business houses this is the most important advantage of all — 
the average balance which is thus maintained at the bank fulfills 
one of the conditions precedent to borrowing at the time of its 
maximum need for funds. Banks ordinarily lend only to their 
customers and the maximum amount whicli a given customer may 
expect to borrow will bear some relationship to the size of his 
average free balance. 

Modern society is organized on a credit basis. Ordinarily some 
time must elapse between the purchase or manufacture of the 
goods which a firm offers for sale and the receipt of payments 
from its customers. The typical business house has greater need 
for funds at certain seasons of the year than it has at oilers. 
It should have of its own sufficient funds to take care of its 
average requirements. To have enough to meet its maximum 
needs would mean that at certain seasons of the year its funds 
would be used uncconomically. Sound financial management will 
provide only enough working capital for average requirements 
and whatever amount is needed in addition to this the firm bor- 
rows at the bank. Since banks lend directly only to their own 
customers, and to them only in proportion to the balance the 
customer habitually maintains, it is apparent that it is to the in- 
terest of each firm to maintain an average free balance at its bank 
which is commensurate with the line of credit which it requires. 



26 


THE BANKING PROCESS 


B. RESERVES 

Just as a commercial house needs to keep on hand a sum of 
cash or its equivalent in the form of a checking account at the 
bank in order to meet its day-to-day requirements, so the bank 
must be prepared each day to meet its obligations. Each day 
some customers are increasing their balances by making fresh 
deposits while other customers arc withdrawing portions of their 
funds. In the long run, for a well-established bank whose busi- 
ness is not declining, the new deposits will at least equal the 
withdrawals. But there is no assurance that on any particular 
day, week or month the withdrawals may not exceed considerably 
the receipts. It is necessary, therefore, for the bank to keep on 
hand at all times a fund of cash or its equivalent in order that 
it may be able to meet its obligations on those days when dis- 
bursements exceed the receipts. Just how much is necessary for 
this purpose the bank learns from its owm experience and from 
the experience of other banks similarly situated. It has been 
customary in this country for the government to specify the 
minimum size of such reserve, but banks learn from their own 
experience how much is needed in addition to the amount speci- 
fied by law. 

The investment of the stockholders and earnings left perma- 
nently in the business constitute additional funds at the dis- 
posal of the banks. We have seen, however, that such funds 
commonly amount to a very small percentage of the bankas 
deposits. Furthermore it is usually necessary to invest a portion 
of these funds in non-earning assets,^ such as the premises used 
for the carrying on of the business, furniture, and the necessary 
equipment. After these expenditures have been cared for, the 
remainder of the funds represented by capital stock and surplus 
may be turned into earning assets. It is considered wise, how- 
ever, to acquire with such funds high grade bonds which are 
readily marketable. While the yield on such investments is gen- 
erally considerably below the rate of interest on customers’ loans, 
the smaller rate of profit is more than counterbalanced by the 

*In an economic sense of course such assets are not actually ‘‘non-earn- 
ing.” But the usage is so general of referring to all assets that do not 
contribute directly to the bank’s income as non-earning that it seems wise 
to follow custom in this respect. 
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greater diversification of risk which is thereby made possible 
and by the absolute liquidity of such investments in normal 
times. 

1. Need for Diversification 

From the nature of the case it is common for the customers 
of any bank to be drawn almost exclusively from local interests. 
(A few of the largest banks in Nev/ York City might be con- 
sidered an exception to this.) It is difficult for a bank to secure 
sufficient diversification of risk if it confines its lending opera- 
tions to local industries. Many cities and towns are known as 
one-industry towns. Detroit with its automobiles, Minneapolis 
with its milling, Birmingham with its steel, Akron with its rub- 
ber, and Scranton with its anthracite coal are striking examples. 
But even where one industry holds no predominant position in 
the life of a particular city or town, the degree of industrial 
diversification manifestly must be on a restricted scale as com- 
pared with nation-wide diversification. Safety requires that the 
bank advance its funds to many industries in order to avoid the 
embarrassment and possibility of failure attendant upon the de- 
moralization of a particular industry into which it had unwisely 
directed a large share of its funds. To some degree this scat- 
tering of risk may be secured by the investment of a large por- 
tion of its permanent capital in high grade mortgage bonds of 
railroads and large industrial enterprises located in other sec- 
tions of the country and which arc listed on the New York Stock 
Exchange. Government bonds arc, of course, also excellent for 
this purpose. 

2. Liquidity and Shiftability 

For its position to be sound a bank must have not only diver- 
sification of risk but also the assurance that, should occasion 
demand, it can turn at least a portion of its earning assets into 
primary reserves in order to meet the demand of its depositors 
for cash. Loans to customers fail to provide this liquidity. If 
a bank is to fulfill its function to society and at the same time 
make money for its stockholders it must supply to its customers 
those loans to which their credit standing and the size of their 
average balances entitle them. Simply because a bank may be 
hard pressed for funds does not relieve it of the necessity for 
making the usual loans which its customers have a right to expect. 
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To fail to do so would inevitably lose the customers and in 
some cases might even impair their solvency. The situation is 
not altered in any fundamental respect by the fact that its ordi- 
nary loans to customers run for short periods of time — say from 
four to six months — and that maturities have been so arranged 
that some loans previously arranged are maturing each day. To 
the extent that these loans are paid at maturity funds will, of 
course, be coming in from day to day. As a matter of fact not 
so large a portion of customers’ loans arc actually paid at ma- 
turity as is commonly supposed ; but postponing consideration of 
that matter until later, and assuming for the moment that they 
are all paid as they come due, the funds thus coming in will 
normally be needed to meet the demand for new loans. When 
a soundly-managed bank, therefore, finds that for some time its 
disbursements arc exceeding its receipts and its reserves are con- 
sequently being impaired, the situation cannot be remedied by 
denying loans to its deserving customers. It must be able either 
to liquidate funds loaned elsewhere or to borrow from some 
other institution. Securities purchased in the central money 
market, and which can be promptly liquidated there may make it 
unnecessary for the bank to borrow. The funds received in pay- 
ment for such bonds come from other financial institutions. The 
selling bank is thus merely shifting its securities to them.^ 
Liquidity and shiftability are synonymous terms for a particu- 
lar bank. 

These relationships may be made clearer by a concrete illus- 
tration. Assume the following figures to represent the condition 
of a newly-organized national bank at the close of its first day’s 
business: 

Furniture and equipment. . I 30,000 Capital Stock $100,000 

Cash and cash items 340,000 Surplus 20,000 

Deposits 250,000 

Assuming that the bank rents instead of owns the quarters in 
which its business is to be conducted, it may now proceed to 

^ This is true whether other banks are the actual purchasers or not. Tt 
individuols or corporations buy the bonds payment is made by chcfk, and 
when such checks are collected by the bank selling the bonds the net result 
is to increa.se its own re.serves, dollar for dollar; the reserves and deposits 
of those banks a^tainst which the buyers of the bonds drew their checks are 
similarly diminished. 
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invest in high grade bonds an amount roughly corresponding to 
that portion of its capital and surplus which is not required for 
furniture and equipment. Its statement would then read : 

Bonds S 90,000 Capital Stock $100,000 

Furniture and equipment. . 30,000 Surplus 20,000 

Cash and cash items 250,000 Dcijosits 250,000 

Because the deposits have been made by a large number of 
customers the bank may rely on the law of probability and keep 
on hand only a small f)ortion of the funds represented by de- 
posits. Since the principal part of its income comes from the 
use of these funds intrusted to it by its depositors it proceeds 
as rapidly as possible to make loans. If the immediate demand 
for loans from its good customers is suflicicnt to take up the 
slack, we may assume the loans to be made at once. After the 
loans have been made and the funds loaned have been drawn 
out by the borrowers, the statement — disregarding for the pres- 
ent the matter of interest and discount — would be changed to the 
following: 

Loans and dis(!Ounts $220, OOD Ca])ilal Stock $100,000 

Bonds 90,000 Suri)!us 20,000 

Fumituro and equipment. . 30,000 Deposits 250,000 

Cash and cash items 30,000 

This leaves the bank with a reserve equal to 12% of its deposits. 
Experience of similar institutions leads the management to be- 
lieve that this reserve is sufficient to meet its demand liabilities. 

Naturally not all the deposits which it has reason to believe 
it will secure are made the first day. Additional deposits may 
be expected from day to day, and if there is a real need for the 
new bank the deposits from day to day will ordinarily exceed 
the withdrawals of funds already deposited. As pointed out 
above, however, some reserve is needed because on any particular 
day the withdrawals might exceed considerably the receipt of new 
deposits. During the first year of its existence these deposits 
might reasonably be expected to reach $1,000,000. With the in- 
crease in the number of depositors a smaller reserve would be 
necessary. If experience showed a 10% reserve to be suffi- 
cient this would make possible the extension of its loans and 
discounts to approximately $900,000. The statement would then 
read: 
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Loans and discounts $900,000 

Bonds 100,000 

Furniture and equipment. . 30,000 

Reserves 100,000 


Capital Stock $100,000 

Surplus 20,000 

Undivided profit 10,000 

Deposits 1,000,000 


So far as the individual bank is concerned it should be clear 
from the foregoing that there is nothing mysterious about the 
banking process. Its deposits are seen to be ten times its reserves 
and its loans and discounts nine times its reserves. Obviously 
this situation was not achieved because the bank loaned out many 
times as much as it received, but because of the funds intrusted 
to it by its customers it loaned a large portion. As the deposits 
increase the loans and discounts increase, but for the individual 
bank the loans and discounts are a result of deposits previ- 
ously secured. From this it should be clear also that the profits 
of a bank are large not because it lends many times what it has 
but because its deposits ordinarily equal from five to fifteen 
times its capital; a large portion of the funds represented by 
these deposits may be loaned out, so that the volume of loans 
and discounts is also a good many times the capital stock. A 
small rate of profit on each loan thus means a large rate of re- 
turn on the capital stock. This accounts fully for the eagerness 
of banks to increase their deposits. 

Since the individual bank is merely one in a system of over 
twenty-eight thousand banks the relationship existing between 
any particular bank and all the other banks is a complicated 
one. Some light will be thrown on this relationship as we ana- 
lyze briefly the processes involved in receiving deposits and in 
making loans. 


C. THE CLEARING OPERATION 

Normally the deposits which a bank receives from its cus- 
tomers consist in only small degree of actual currency. By far 
the larger portion is made up of checks which its customers have 
received from their debtors or those to whom they are selling 
goods or services. The drawers of these checks may be deposi- 
tors in the same bank, but in a system composed of many thou- 
sands of banks it is quite likely that a large majority of the 
drawers of the checks a given bank receives will be customers of 
other banks. Frequently the makers of these checks are located 
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in other cities and have no relations whatever with the bank 
which first receives among its deposits the checks which they 
issue. The customers of a bank consider the checks which they 
deposit as exactly the same thing as cash, and they expect the 
total to be added at once to their deposit account. Yet they are 
not cash to the bank until it has actually effected collection 
from the various banks on which they are drawn. Until such 
time they are merely “Uncollected funds,” and good banking 
practice requires that the depositor of checks drawn on other 
banks shall not himself draw against the credit thus set up in 
his account until the bank shall have had time to turn such 
checks into cash or its equivalent. 

Assuming that there are other banks in the same city many 
of the checks deposited by the customers of a particular bank 
will be drawn on these other banks. They will be sent for col- 
lection to the banks on which they are drawn on the following 
day. At the same time our customers will be making payments 
constantly to their creditors or persons from whom they arc buy- 
ing goods or services. Many of the checks against their deposits 
with us which they draw for this purpose will be deposited by 
the recipients in other banks in the same city. Those banks will 
likewise send them to us the next day for payment. In the 
course of each day’s business, therefore, each bank in the city 
receives among its deposits checks drawn on other banks in the 
city. Experience has demonstrated that much time and effort 
can be saved in collecting these items by having a common meet- 
ing place for the representatives of the various banks. This 
meeting place has come to be called a Clearing Home. To the 
clearing house each bank sends all the checks it has received 
drawn against other local banks. At the clearing house each 
bank exchanges the checks which it has against all the other 
banks for the checks which all the other banks have against it. 
Each bank then pays or receives only the difference between the 
totals of the checks which it brings to the clearing house and the 
checks against itself which it receives from the other banks at 
the clearing house. The convenience of this arrangement is too 
obvious to require comment. In some cities the process has been 
still further refined. The manager of the clearing house merely 
sends to the federal reserve bank a slip containing the names of 
all the banks and the credit or debit balance for that particular 
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day at the clearing house. The bankas account is then charged 
or credited at the reserve bank for the appropriate amount. In 
other places balances are settled by drafts on city corres- 
pondents. 

This clearing operation usually takes place during the morn- 
ing. During the remainder of the day each bank will, of course, 
be receiving further deposits of checks drawn on other local 
banks. These have to be held until the following day and at 
the close of business they appear in the statement as ^^Exchanges 
for clearing.” 

Some checks which the customers of a given bank deposit each 
day are drawn by other customers of the same bank against 
their deposit accounts with it. Here merely a bookkeeping proc- 
ess is involved — crediting the accounts of those customers who 
deposit such checks and debiting the accounts of those customers 
issuing these checks. 


D. ^THE FLOAT” 

But many of the checks which a bank’s customers deposit with 
it are drawn on banks located in other places. The mails must 
be used, therefore, in sending these checks to the banks on which 
they are drawn and in receiving remittances from those banks 
to cover the amounts involved. These cash items in the mails 
in the process of collection arc called ^^the float.” Later on some 
of the difficulties connected with the collecting of out-of-town 
checks will be considered, and the process itself analyzed. It is 
sufficient to note here that until they are actually collected such 
checks do not represent cash to the bank in which they are de- 
posited; they are merely orders on banks in other places to pay 
cash, and collection must be effected before they become cash to 
the bank which first receives them. In the meantime such items 
appear on the statement under the heading ^‘Due from banks” 
or ^‘Federal reserve bank. Collection account.” 

E. THE BANK STATEMENT 

We are now in position to bring the statement of the bank 
with which we started more nearly into accord wdth an actual 
bank statement: 



34 


THE BANKING PROCESS 


Loans and discounts 

$900,000 

Capital Stock 

1100,000 

Bonds 

100,000 

Surplus 

.... 20,000 

Furniture and equipment.. 

30,000 

Undivided profits .... 

.... 20,000 

Due from banks 

25,000 

Certified checks 

.... 20,000 

Exchanges for clearing ... 

20,000 

Cashiers’ checks 

.... 15,000 

Legal reserve 

70,000 

Deposits 

.... 1,000,000 

Cash in vault 

30,000 




Since the law requires the legal reserve — in this case 7% — 
to be carried with the federal reserve bank, the previous item 
of reserves is now broken up into its constituent elements — legal 
reserve and cash in vault. 

It will be noted that up to this time this bank has earned 
$20,000 which has not been paid out in dividends. The mere 
fact that these earnings are placed in an account called ‘^Un- 
divided profits” is evidence that as yet the directors have not 
determined the ultimate destination of this sum. It may be 
transferred to surplus; from such action one may safely infer 
that the directors have decided to retain these profits perma- 
nently in the business. Or all or a portion of it may later be 
used with which to pay dividends. Until a decision has been 
reached it renjains in the “Undivided profits” account. 

1. Certified Checks and Cashier^s Checks 

On this statement we find two additional items which have not 
been previously mentioned — certified checks and cashier^s checks. 
The names indicate in a general way what is meant. At times 
depositors need to prove to the payee of their checks that funds 
are actually in the bank with which to meet payment of the 
check. In order to do this they prepare the check in the ordi- 
nary way, take it to the bank, where the paying teller or an 
oflScer stamps across the face of the check CERTIFIED, the 
name of the bank, and the initials of the certifying official. The 
check is at once charged to the customer's account and thereafter 
the bank holds itself liable to pay the check upon presentation. 
Since the customer's account has been charged the total of “De- 
posits” has been reduced by the face of the check certified. The 
bank’s liability has not been reduced by the process, however; 
hence it is necessary to set up this new liability account. 

To pay its current operating expenses a bank may carry a 
balance in some other bank and draw checks against that. When 
officers and employees are not paid their salaries in currency they 
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are commonly paid by drawing checks against such account in 
another bank. But in paying for other services rendered, or in 
making purchases of supplies and equipment the creditors may 
be paid by a check on the bank itself, signed by the cashier or 
an assistant cashier. The recipients deposit such checks in their 
own banks and they come back to the bank for payment through 
ordinary banking channels. Customers of the bank sometimes 
find it convenient to secure cashier’s checks in making certain 
payments of theirs. For such purposes, however, it has no ad- 
vantage over the certified check. Merely for accommodation, 
however, the bank may issue its cashier’s check in exchange 
for cash to some individual who has no account with the bank. 

2. The Nature of Deposits 

In analyzing the various items which appear on the simple 
form of bank statement given above some progress has been 
made in getting at the real nature of the processes involved. 
It will be observed that the depositor turns over to the bank 
actual currency or checks or other cash items on other banks 
which give the bank the right to demand cash from those other 
banks. Ownership of the funds thus turned over is relinquished 
by the depositor and passes to the bank. In exchange the de- 
positor acquires the right to demand that the bank pay to him- 
self or to any other person or persons named by him a similar 
volume of cash or its equivalent. In the absence of any con- 
tract or understanding to the contrary the depositor may make 
his demand at any time and the bank must stand ready to meet 
that demand. For this purpose we have seen that the bank 
needs cash in its own vault and free balances at other banks 
against which it may draw its own drafts. For member banks 
the most important of such free balances is the reserve account 
at the federal reserve bank. It is usually found convenient also 
to maintain free balances with a New York bank and with one 
located in the nearest large city. The cash in its own vault and 
free balances maintained with other banks constitute the first 
line of defense against the demands of its depositors. The funds 
which it receives from its customers over and above these re- 
serves the bank proceeds to lend. At this point it seems fitting, 
therefore, that we examine a little more closely the nature of the 
processes involved in a bank’s lending operations. 
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F. THE LOAN PROCESS 

When a customer negotiates a loan at the bank, what is nor- 
mally wanted is the right to draw checks against the bank for the 
amount of the loan. At times the proceeds of the loan may be 
wanted in actual currency, in which case the “Loans and dis- 
counts^^ account increases by the face of the note discounted, 
cash is decreased by the proceeds of the note, and a suspense ac- 
count, “Unearned discount,*’ is increased by the amount of the 
discount. Usually, however, borrowers find it more convenient 
to take the proceeds of the loan in the form of a credit to their 
deposit account against which they may draw checks at will. 
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Promissory Note 


For this right to draw checks now the borrower gives the bank 
his promise to pay on some future date. The form which this 
promise takes is usually the 'promissory note. This is a nego- 
tiable instrument, properly dated, signed by the borrow^er, in 
which he promises to pay on a definitely determinable future 
date, a given sum of dollars. When the bank discounts this note 
it merely deducts from the face of the note the interest to ma- 
turity. The borrower’s account is then increased by the pro- 
ceeds of the loan and this means that the deposits of the bank 
are increased. Concreteness will be given to this analysis by an 
example. Assume the following items to be abstracted from a 
bank statement: 


Loans and discounts .... SI >600,000 Deposits 

Cash in vault 100,000 Unearned discount 


$1,800,000 

20,000 
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Customer A discounts his note for $30,000, the discount 
amounting to $1,000. If he takes the proceeds in the form of 
cash the above items will be altered as follows: 

Loans and discounts .... 11,630,000 Deposits $1,800,000 

Cash in vault 71,000 Unearned discount 21,000 

But if, as is more likely, he wishes his account credited, these 
items will become: 

Loans and discounts .... $1,630,000 Deposits $1,829,000 

Cash in vault 100,000 Unearned discount 21,000 

*‘Loans and discounts^^ and ^^Unearned discount^’ remain the same 
regardless of the manner in which the proceeds are taken. The 
only difference in the effect on the bankas statement between 
the two ways of taking the proceeds is in the ^^Cash'^ and “De- 
posits'^ accounts. In the first case cash decreases by $29,000 
while deposits remain constant; in the second case cash remains 
constant and deposits increase by $29,000. 

At first glance this may appear to be an easy way for a bank 
to increase its deposits and one vitally different from the method 
described above. There it was maintained that a bank's deposits 
consist of the cash reserve funds of its customers. Yet here we 
find the deposits increasing without the receipt of anything by 
the bank except the promissory note of its customer. Some- 
thing seems to have been created out of nothing. But from 
this it is not necessary to jump to the conclusion that there is 
something mysterious about the banking process. It is impor- 
tant to remember that when the borrower does not take the 
proceeds of his loan in cash he acquires the right to order the 
bank to pay cash to anybody he may name. If he were kindly 
to refrain from using the money he has borrowed, and if all 
otheiw borrowers were to follow his example in this respect, the 
bank could increase simultaneously both its loans and its de- 
posits through the simple process of granting increased accom- 
modation to its customers. Assuming the necessity for a ten 
per cent reserve the bank could — ^under this hypothesis — continue 
the lucrative process of granting loans and crediting depositors' 
accounts until the volume of deposits just equaled ten times the 
reserve. Reference to the bank statement above and to the 
statements of most banks discloses the fact that the average 
relationship between deposits and reserves is expressed by a 
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ratio in the neighborhood of ten to one. But this is no proof 
of the contention that a bank can lend ten times as much as it 
has and in this way greatly increase its deposits. 

Business houses, like individuals, borrow money only because 
they need to use it. Customer A, in the illustration above, needs 
approximately $30,000 in excess of his present balance at the 
bank. He discounts his note for $30,000, has his account credited 
with the proceeds, and begins at once to draw checks against 
this increased balance. Presumably he did not borrow more than 
he needed; it is reasonable to assume, therefore, that he issues 
checks for the full amount of the loan. The recipients of such 
checks from Customer A deposit them in their own banks, and 
these banks send them back promptly to the lending bank for 
payment. The reserve of the lending bank will be diminished 
by paying these checks, and Customer A^s account will be 
charged, thus decreasing the total of the deposits by an amount 
roughly equal to the proceeds of the loan. When the checks 
which the borrower draws have been paid by the lending bank 
it is in exactly the same situation it would have been in had its 
customer taken cash in the first place. 

1. Loan Limitation 

The increase in total deposits for this particular bank which 
arises out of its own loans is thus seen to be only temporary. 
No business house pays interest merely for the fun of it; it bor- 
rows only when it really needs to make payments in excess of 
its own free balance at the bank. Furthermore, it is not likely 
that more will be borrowed than is really needed, and, if the 
financial management of the borrowing house is as efficient as 
it should be it will not borrow before it needs to. It follows, 
therefore, that a bank must be prepared to lose reserves whenever 
it adopts a policy of increasing the total volume of its outstand- 
ing loans.^ Thus it becomes clear that the loan policy of a bank 

'It is possible to imagine a set of conditions in which a bank might in- 
crease the total volume of its loans without a corresponding loss of reserve. 
If each and every other bank in the system is simultaneously increasing — - 
at an identical rate — the total volume of its loans no bank is likely to draw 
away reserves from other banks. The net result is an increase in total 
deposits with reserves remaining stationary. Even in this situation it is 
altogether likely that total reserves would tend to diminish slightly, due to 
the greater demand for hand-to-mouth money which usually accompanies 
any widespread expansion of loans. See page 11)8. 
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is conditioned largely upon the relationship existing between its 
reserves and its deposits. 

In the Westminster Bank Review for November, 1926, the late 
Walter Leaf, Chairman of the Westminster Bank, London, sub- 
scribes roundly to this doctrine. It is true that in the course of 
his argument some unsound distinctions are attempted, but he 
concludes with this statement: 

bank cannot, any more than a private individual, lend more 
than what it owns plus what it can borrow.” 

The truth of this contention appears to be almost self-evident, 
yet Hartley Withers, the eminent English economist, attacks it 
as follows: ^ 

“Dr. Leaf, however, does not admit that banks can increase deposits 
by making advances. A bank, he thinks, cannot lend more than what 
it owns plus what it can borrow. Let us see. If I go to my bank 
and ask it for an advance of $10,000 for the purchase^of a house, 
and it gives me the right to draw’ a check for that amount and I pay 
the check to the seller of the house, who also banks at my bank, what 
has happened? As Dr. Leaf very truly observes, the bank’s balance 
sheet must balance, and so it would, but at a higher figure. For the 
seller of the house would have paid my check into his account, increas- 
ing the deposits of the bank by $10,000; the bank’s cash would not 
have been affected, but the addition of $10,000 to its deposits would 
have been balanced by a similar increase, on the assets side, in the 
advances to customers. There will have been a minute, almost negli- 
gible, decrease in the proportion between the bank’s cash and its de- 
posits, and the maintenance of this proportion at a level which prudence 
demands, is a matter to which the banks have to give vigilant attention. 
But their own prudence in this respect is the only limit on their power 
to increase deposits by making advances. 

“But of course it does not always or generally happen that when a 
bank lends to a customer the recipient of the consequent check banks 
at th^ same bank. What usually happens is that a bank, by making 
an advance, makes a new deposit for another bank. In the example 
supposed above, if my bank which makes the advance were the West- 
minster and the seller’s bank were Lloyd’s, then my check would have 
been paid into Lloyd’s and $10,000 would have been added to Lloyd’s 
deposits. At the same time $10,000 would have been transferred through 
the clearing house, from the Westminster’s balance at the Bank of 
England to that of Lloyd’s. The final result would thus have been an 
increase on both sides of Lloyd^s balance sheet, w^hile the only change 
in the Westminster’s would have been a decrease of $10,000 in cash at 

* Commercial and Financial ChroniclCf December 11, 1926, pp. 2951-2952. 
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the Bank of England and increase of the same amount in its advances 
to customers. The Westminster’s proportion of cash to deposits would 
be slightly lower, and that of Lloyd’s would be slightly higher. But 
the advance made by the Westminster would have increased the de- 
posits of Lloyd’s without causing any diminution on its own/' 

It would be difficult to imagine a clearer practical illustration 
of the correctness of Dr. Leaf's position and the fallaciousness 
of the attack upon it. When the check is deposited at Lloyd's 
Bank, and is collected by it, Mr. Withers admits that the West- 
minster would have suffered a ^^decrease of $10,000 in cash at 
the Bank of England." In other words he presupposes that the 
Westminster had that $10,000 before it made the loan. But 
that gives the whole case away. If it had not had that $10,000, 
and had been unable to borrow it, then it could not have made 
the loan in the first place.^ 

This whole process is conditioned on the certainty that each 
individual fcan made to a customer tends to deplete the bank's 
reserve by increasing the claims against it which come into the 
possession of other banks. It holds true when there are debit 
balances at the clearing house, since the debit balances are larger 
than they would have been had the loan not been granted. It 
holds true when the debits and credits at the clearing house are 
approximately equal, for if the loan had not been granted there 
would have been a credit balance, and such credit balances serve 
to increase the bank's reserves. It holds true even when the bank 
has credit balances at the clearing house, for if the loan had 
not been granted, its credit balance there would have been still 
larger. 

To the extent, therefore, that borrowers draw checks against 
amounts borrowed in favor of persons who are depositors in other 
banks, it must be clear that the net result of each individual 
loan is to decrease the lending bank's reserve just as effectively 
as if each individual borrower had elected to take cash in the 
first place. It is more convenient both for the borrower and for 
his creditors to let the cash remain in the banking system and 
through the medium of the check drawn by the borrower and 

^ For other examples of erroneous ideas in this connection see : B. E. 
Agger, Organized Banking^ pp. 32-33; H. G. Moulton, Financial Organiza- 
tion of Society (1925), pp. 350-1, 458-9; C. F. Dunbar, History and Theory 
of Banking (1917), p. 32; H. R. Seager, Principles of Economics (1923), 
?. 350. 
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deposited by his creditor in the latter^s bank, ownership of the 
cash passes from the borrower’s bank to the creditor’s. 

In conclusion it should be pointed out that the situation is 
not altered in any fundamental respect when the recipients of 
the checks drawn by borrowers happen to be depositors in the 
bank making the loan. There is no reason to suppose that 
such persons intend permanently to increase their deposits with 
the lending bank merely because their debtors have paid the 
amounts owing them. In their turn they will be drawing cheeks 
against such increased deposits to pay their creditors; and this 
second group of creditors will be doing the same thing. From 
this source it is evident that the bank cannot expect materially 
to increase its deposits by granting loans, provided the borrowers 
handle their financial transactions efficiently. 
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CHAPTER IV 

OUR EARLIER BANKING SYSTEM 

Thus far we have been considering the nature of commercial 
banking from the standpoint of the individual bank or group 
of banks located in a particular city. But banks in a given city 
are not isolated institutions. Their relationships with banks 
located elsewhere are intimate, pervasive and continuous. The 
many thousands of banks in the United States constitute an 
organic whole which we think of as our banking system. Dur- 
ing the last third of the nineteenth century those banks oper- 
ating under federal laws played a role of such predominance 
that the entire -system came to be known as the National Bank- 
ing System. Before considering, therefore, the nature of the 
relationships existing between the banks of one city and banks 
located elsewhere it seems wise to survey the system as a whole 
with particular reference to its origin and the defects in structure 
which came more fully to be recognized with the passage of time. 

Our national banking system was born amid the tumult of 
the Civil War. At that time the banking business of the coun- 
try was in the hands of several thousands of individual banks 
operating under charters granted by the various states in which 
the banks were located. There was little uniformity in the bank- 
ing laws of these different states. In a few states the legal 
restrictions imposed upon the conduct of banking were intelli- 
gent and in some measure in line with modern practice. But 
in most of the states the laws themselves were inadequate and 
were not actively enforced. These varying conditions gave rise 
to banking institutions very diverse as to soundness and general 
responsibility. 

A. THE FAULTY CIRCULATING MEDIA 

At that time the check habit had not developed to any con- 
siderable degree, hand-to-hand money constituting the principal 
medium of exchange. We were operating under a bimetallic 
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standard of coinage with silver undervalued. Silver dollars could 
not circulate in accordance with the operation of the principles 
known as Gresham’s Law. The Subsidiary Coinage Act^ of 
1853, however, served to insure an adequate supply of minor 
coins. In addition to gold coins these constituted the sole 
metallic money in circulation.® The paper money of the day 
was supplied solely by the banks in the form of bank notes. A 
bank note is merely the formal promise of the bank to pay to 
bearer on demand the sum of specie indicated on the note. 
Issued in convenient sizes and in round denominations such notes 
circulate as money at par so long as confidence remains unim- 
paired in the ability and willingness of the issuing bank to 
redeem its notes at their face value and where the facilities for 
securing redemption are adequate. Since the banks themselves 
ranged all the way from strong well-managed institutions to 
those whose sole purpose was to print bank notes and get them 
into circulation, the promises of these banks to pay specie on 
demand to holders of the notes likewise varied in value. Many 
issuing banks were located at inaccessible points so that it was 
often a difficult and costly procedure to secure redemption even 
when the issuing banks were perfectly sound and ready to re- 
deem their notes on presentation. This cost of effecting redemp- 
tion constitutes a necessary deduction from the face value of 
the note. In addition to this was the uncertainty of being able 
to effect redemption at all. It can be readily understood with 
what diflBculty ordinary business was transacted in face of a 
currency the individual units of which varied so greatly in 
yalue. 

1. Provision Made fob Uniform Bank Notes 

Partly to remedy this difficulty and partly to provide a market 
for government bonds during the war, the National Bank Act 
was passed in 1863. It provided that the already existing state 

^ Since the minor coins had gone out of circulation because their value 
as bullion exceeded their value as coins, Congress met the difficulty by re- 
ducing the silver content of these coins in order to make them worth less 
as bullion than as coins. The Act provided that the silver content of these 
minor coins (dimes, quarters and halves) should contain silver equal to 
only 93% of their face value. It also limited their legal tender power to $5. 
This limit was later raised to $10. It is important to note that these pro- 
visions applied only to the minor silver coins and not to the silver dollar 
itself. 

* Certain foreign metallic coins also continued to circulate. 
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banks, by meeting certain requirements set forth in the act, could 
take out national charters. One stipulation was that they should 
buy government bonds to an amount equal to their capital stock. 
But these same bonds, when deposited with the United States 
Treasury, were to serve as security for the bank notes which the 
law provided these banks might issue. In 1866 the law was 
amended to provide a tax of 10% on all note issues of banks 
other than those holding national charters. This tax was pro- 
hibitive, as it was intended to be. Since at that time the note 
issuing privilege was so much more essential to the financial suc- 
cess of a bank than it is today, practically all the state banks 
that could meet the other provisions laid down in the Act pro- 
ceeded to take out national charters. 

This national bank note circulation marked a distinct forward 
step in the direction of a sounder currency system. It marked 
the end of a system of currency the individual units of which 
lacked uniformity of value. The importance of this advance 
should not be lost sight of when we come to discuss in a later 
chapter the defect of this system of currency — its lack of those 
elastic qualities which would permit it to expand and contract 
in accordance with the varying needs of business. 

B. THE HANDICAP OF INSUFFICIENT CAPITAL 

The lack of sufficient capital has always been one of the most 
important contributing causes of bank failures in this country. 
Since banks are intrusted with the custody of a large share of 
the liquid wealth of the community it is highly important that 
only responsible persons shall engage in the business. One way, 
not necessarily the most important, of measuring this responsi- 
bility is to ascertain the present wealth of the individual con- 
cerned. Some persons inherit wealth, but the great majority of 
persons who have acquired wealth through their own efforts 
have thereby proved, in the absence of fortuitous circumstances, 
that they possess sound business judgment in larger measure 
than the average man. When such persons enter the field of 
banking it is only reasonable to require that they intrust to the 
institution a capital which is sufficient to serve as a reasonable 
factor of safety to those other members of the community who 
may be expected to become patrons of the institution. One 
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means of insuring a satisfactory condition in this respect was 
adopted by the framers of the National Bank Act. This was 
to name minimum capital requirements for banks desiring to 
take out national charters. As later amended these minimum 
capital requirements are as follows: 


For banks located in places having population under 3,000 I 25,000 

Between 3,000 and 6,000 50,000 

Between 6,000 and 50,000 100,000 

Over 50,000 200,000 


In general, state banking laws do not require as much capital 
for a given population, many states permitting banks to operate 
with capital as low as $10,000. A study of bank failures re- 
veals the fact that the great volume of the casualties falls among 
these banks with small capital. That this is true is clear from 
the following table: ^ 

Number of Failures Liabilities of Failures 


to Number of to Liabilities of 

Year Banks in Operation Banks in Ofnmition 

1893 6.76% Z267o 

1894 1.31 .28 

1895 1.34 .34 

1896 2.09 .67 

1897 1.81 .36 

1907 .67 1.19 

1908 .84 .63 

1921 1.31 .35 

1922 .91 .15 

1923 1.92 .38 

1924 2.09 .36 

1925 1.61 .27 


It will be noted that only in the entirely unusual year of 1907 
did the percentage of liabilities of failures to total liabilities of 
all banks actually in operation exceed the percentage of failures 
to total number of banks in operation. In all other years the 
percentage of failures is much greater than the percentage of 
.liabilities of failed banks. This furnishes good evidence that 
the great majority of failures are among smaller banks. Fur- 
ther evidence is supplied by the Federal Reserve Board, which 
reports that out of the 956 banks which failed in 1926, approxi- 
mately forty per cent had been operating with capital of less 
*R. P. Crawford, Barron^s, August 1, 1927, p. 11. 
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than $25,000. To take a longer period of time we find that 
during the thirteen years immediately preceding June 30, 1926, 
slightly over three thousand bank failures occurred. During this 
period the number of state commercial bank failures equalled 
approximately 15.7% of the total number of these banks in 
operation on June 30, 1926, while the national bank failures 
amounted to only 6.2% of the total number of national banks 
in operation on that date.^ There are, of course, other con- 
tributing causes for the smaller percentages of casualties among 
national banks, but these rather stiff capital requirements arc 
not an unimportant element in the comparatively greater sound- 
ness of national banking institutions. The inherent unsoundness 
of banks with insufficient capital is stated succinctly by R. P. 
Crawford; ^ 

'Too small capital works against successful banking in several ways. 
In the first place a capital of only S10,000 usually means that the 
deposits will be small and that the bank will find itself unable to make 
enough profit to cover the overhead. In the second place, small capital 
usually means small financial backing, lack of experience, and inability 
to raise money in an emergency. In the third place, such a bank cannot 
diversify its loans. A few losses will wipe it out.” 

The conclusion to which we are inevitably led by these con- 
siderations is that public regulation of banking can make itself 
felt effectively for good by insistence upon fairly heavy capital 
contribution by those who would enter the banking business. It 
appears, too, that the national banking laws have been about as 
liberal in this respect as is consistent with a reasonable degree 
of safety. 

C. MINIMUM RESERVE REQUIREMENTS 

To some degree at least the framers of the National Bank Act 
surveyed the banking laws of the various states and embodied in 
their legislation provisions in these state laws which had seemed 
to work well. Louisiana and Massachusetts were the only states 
prior to the Civil War which laid down minimum reserve re- 
quirements against deposits for the banks in their respective 

* These figures wore compiled from data furnished in the Annual Report 
of the Comptroller of the Currency for 1926, p. 102. 

* Barron's, August 1, 1027, p. 11. 
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jurisdictions. This had worked out especially well in Louisiana, 
where all the banks had continued during the panic of 1857 to 
meet their obligations on demand in specie in spite of the fact 
that elsewhere suspension of specie payments was general. It 
was deemed expedient, therefore, to include a similar provision 
in the new national law. As later amended these requirements 
were as follows: 

(1) Banks located in central reserve cities — ^25% of their net 
demand deposits to be held in their own vaults. 

(2) Banks located in reserve cities — 25% of their net demand 
deposits, of which one-half might be carried as free balances with 
banks located in central reserve cities. 

(3) Banks located elsewhere, usually .referred to as country 
banks, were required to maintain reserves of 15%, of which 
three-fifths might be carried with banks located in reserve and 
central reserve cities. 

The wisdom of specifying minimum reserves, which banks in 
this country shall be required to maintain, has been questioned 
only infrequently, and this in spite of the fact that until recent 
years in no other important country did the government find it 
wise to regulate the business of banking in this respect. Since 
cash in vault earns nothing directly for the bank, each banker 
naturally aims to keep the amount as small as he believes is 
consistent with safety. But it has usually been assumed that 
the bankers in this country lack the conservatism which seems 
to be a natural characteristic of bankers elsewhere. In the ab- 
sence of restraining legislation it has been thought that the typi- 
cal American banker would operate too close to the danger line 
and would maintain reserves which are woefully inadequate. 
It is submitted, however, that the maintenance of reserves of 
sufiScient proportions is only a minor element in the entire pro- 
cedure which goes to make up a conservative banking practice. 
The one outstanding factor which differentiates conservative 
from non-conservative banking is not the size of reserves main- 
tained but the soundness of the loans extended. It is in this 
respect that over-optimism on the part of the American banker 
has most frequently entailed disaster. Maintenance of reserves 
even much larger than those specified in our national laws is not 
sufficient to preserve the solvency of a bank which habitually 
makes loans which the borrowers cannot repay. The National 
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Bank Act did lay down certain restrictions as to loans. It named 
the maximum amount which a bank might lend to one borrower, 
and prohibited — until 1913 — all loans secured by real estate. But 
within these minor restrictions the banker is permitted to exer- 
cise his own judgment in granting loans. If his judgment is 
good in this respect he is unlikely to experience any difficulty 
because of inadequate reserves. Contrariwise, if his loan policy 
is unsound he is sure to find himself in difficulties irrespective 
of the size of his reserve. 

Tlie considerations just advanced are not intended to impugn 
the wisdom of the framers of the National Bank Act in prescrib- 
ing minimum reserves for national banks. No one can deny that 
the maintenance of adequate reserves is one factor essential to 
sound banking. The implication merely is that the difference 
between sound and unsound banking lies not so much in the size 
of reserves as in the character of the loan portfolio. But prior 
to the Civil War so much of our banking was unsound that the 
declaration of the federal government with respect to adequate 
reserves could scarcely fail to serve as a beacon light to many 
bankers throughout the country who were attempting to steer 
their craft over the uncertain seas of over-extension. It was un- 
doubtedly an influence pointing the way toward more conserva- 
tive practices generally. But as a continuing policy in the sec- 
ond quarter of the twentieth century its efficacy and wisdom 
are open to serious question. 

The reserve requirements in the original National Bank Act 
applied to both notes and deposits. In order to preserve the 
parity of the notes it was thought necessary to provide for their 
redemption in the principal cities. Since the reserve w^as in- 
tended partially at least to insure redemption of the notes in 
specie it appeared logical to permit the banks to carry a portion 
of their prescribed reserves with redemption agents in the chief 
commercial and financial centers toward which this currency 
naturally gravitated. During the first ten years of the life of 
the system it was discovered, however, that with the security 
back of the notes so good, practically no redemption outside the 
United States Treasury was necessary. In 1874, therefore, the 
Act was amended so as to make the reserve percentages apply 
to deposits only. Each bank was required to maintain a fund 
with the United States Treasury for the redemption of its notes. 
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but this fund was to count as part of the legal reserve against 
deposits. 

With this development the original reason disappeared for al- 
lowing banks to count balances with other banks as part of their 
legally required reserves. The reserves were no longer for the 
protection of note holders but for depositors only. But the de- 
mands of its depositors for payment need be met only at home. 
It would have been the part of wisdom in 1874, therefore, to re- 
quire banks to keep in their own vaults whatever legal reserve it 
was thought wise to prescribe. This was not done and banks 
throughout the country continued to carry balances larger than 
would have been necessary otherwise with banks in the large 
cities, simply because such balances could be counted as part 
of their required reserves and would at the same time earn for 
them a nominal rate of interest. Furthermore the appearance 
of strength was given where strength was lacking due to the 
fact that, through this redepositing of reserves, the same cash 
was counted as reserve by more than one bank. 

It will be remembered that a country bank, for example, was 
required to maintain a 15% reserve, but three-fifths of this could 
be carried with banks in reserve and central reserve cities. If it 
had net demand deposits, therefore, of $1,000,000, the total re- 
serve required was $150,000. Of this amount, $90,000 might be 
carried with city banks, leaving only $60,000 in its own vaults. 
Suppose this $90,000 was carried with reserve city banks. For 
the latter this $90,000 represented merely a deposit and against 
their deposits they were required to maintain reserves of 25%. 
This $90,000 deposit, therefore, necessitated a reserve of $22,500. 
But they might carry half of their required reserve with banks 
located in central reserve cities. This meant a deposit of $11,- 
250 for banks in New York, Chicago and St. Louis. These banks 
were required to maintain a reserve of 25% in their own vaults. 
For this deposit of $11,250 the required reserve was $2,812.50. 
Against the $1,000,000 deposits in the country bank, therefore, 
all legal reserve requirements could be met by the banking sys- 
tem maintaining as reserves $60,000 cash in the country bank, 
$11,250 cash in the reserve city banks, and $2,812.50 in the cen- 
tral reserve city banks. This makes a total actual reserve of 
only $73,062.50 in the banking system against the $1,000,000 
of deposits in the country bank. Since country banks were re- 
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quired to maintain reserves of 15% and reserve and central re- 
serve city banks reserves of 25%, in the absence of this rede- 
posited reserve feature the total reserves against deposits in the 
national banking system obviously would need to be somewhere 
between something more than 15% and something less than 25%. 
Yet according to a computation made by Professor Warren M, 
Person ^ for the period of 1909 to 1914, the ratio of lawful money 
to net deposits for all national banks ranged between twelve 
and fourteen per cent. 

The defectiveness of this system did not lie in the fact that 
the total reserves were necessarily too small, but rather that 
each bank was lulled into a false sense of security. That portion 
of its reserves which it had on deposit with other banks it 
naturally expected to be able to get back whenever it needed 
to do so, and accordingly based its loan policy on this expecta- 
tion. Put differently, it counted such balances as being synony- 
mous with cash in its own vaults. In anything resembling a 
normal situation such funds could, as a matter of fact, be re- 
called witliout delay. But when a condition arose in which banks 
throughout the country simultaneously needed to withdraw their 
balances from the large city banks, it was impossible for the 
latter to meet the demand. Whereas other countries experienced 
economic crises, we suffered at times not only such crises but 
also financial panics. 

With the rapid growth of the check habit the importance to 
the individual bank of issuing notes gradually diminished. Thus 
the earlier advantages of a national charter for banks became 
less and less pronounced. As a result during the fifty years 
following 1873, as new banks were organized, a constantly in- 
creasing proportion of them took out charters issued by their 
respective states'. By 1913 we had approximately 27,000 banks, 
two-thirds of them with state charters. The various state laws 
under which these banks operated were modeled more or less 
closely after the pattern laid down in the National Bank Act. 
Thus we continued to have a decentralized system of individual 
banks, each of which held its reserves in cash in its own vaults 
or carried them as free balances with banks located elsewhere. 
Facilities were lacking for increasing the total volume of cash 
when business conditions warranted such increase, and there ex- 

^'Review of Economic Statistics, Preliminary Volume 2, No. 1, page 21. 
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isted no effective means for mobilizing the cash we actually had 
where and when it was needed. Each bank not only hoarded 
its own cash but adopted and carried out its own discount policy, 
as there was no central body with power to inaugurate and en- 
force policies which were designed to avoid financial panics, or 
to mitigate the effects of a panic should one occur. As the years 
passed it became more and more evident that panics such as we 
experienced in 1873, 1893, and 1907 were due in some measure 
at least to defects in our financial machinery. The original Na- 
tional Bank Act was amended from time to time but the defects 
were so inherently a part of the system that they could not be 
eliminated without a thoroughgoing revision. Attention has al- 
ready been called to our inelastic currency system. Reference 
has just been made to our faulty reserve system. A third defect 
centered around our cumbersome exchange and collection system. 
The next chapter will be devoted to an exposition of this prob- 
lem, to be followed by chapters dealing with reserves and 
currency. 
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CHAPTER V 


THE COLLECTION PROCESS 

Emphasis was placed in Chapter III on the fact that checks 
drawn on other banks and deposited by its customers are not 
cash to the receiving bank until they have been sent to the bank 
on wliich they are drawn and remittance received from that bank. 
One of the first considerations in each bank, therefore, is to see 
that no time is lost in collecting such items. An understanding 
of the mechanics of collecting out-of-town checks is essential to 
a thorough comprehension of the banking process. 

As we have seen, many of the checks deposited in a particular 
bank are drawn on other banks in the same place. It would be 
possible, of course, for the holders of these checks to take them 
to the various banks on which they happen to be drawn and col- 
lect the money for them and then deposit the money in their own 
respective banks. But this procedure would entail considerable 
burden on the public and would be of no advantage to the bank. 
With this custom in vogue it is true that the deposits made in 
each bank would consist more largely of cash than is now the 
case, and the bank would have fewer checks to collect. It should 
be noted, however, that each bank would have to pay out more 
cash also. This is true because checks drawn by its depositors 
in favor of depositors of other banks would be presented per- 
sonally to the drawee bank for encashment. The greater outflow 
of cash would tend to offset the greater inflow. Not only would 
no advantage accrue to the various banks in the city but there 
would appear to be a decided disadvantage. More tellers would 
be required to pay out money and all gain from collective col- 
lections would be foregone. This collective collection and off- 
setting of items at the clearing house has already been seen to be 
not only simple but extremely expeditious and more economical 
to the banks as well as to their customers. 

But the collection process becomes more complicated and 
costly when customers deposit checks drawn on banks located in 
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other cities. To be able to deposit such checks in their own banks 
is manifestly even a greater advantage to the public than in the 
case of checks drawn on other banks in the same place. If 
necessary the latter checks can be collected by hand. The case 
is different, however, with checks drawn on banks in other places. 
In the absence of some specially designed machinery for the 
purpose it would be practically impossible to collect them except 
through the local bank. The handling of such items is one of 
the most important auxiliary functions v/hich the modern bank 
performs. It must not be overlooked, either, that once the banks 
have undertaken to collect out-of-town checks for their cus- 
tomers the latter automatically acquire the right to send their 
own checks to creditors in other places, whose banks will like- 
wise be under the necessity of collecting from the local bank. 

Before the credit mechanism and banking machinery were 
so thoroughly organized it was not customary for business houses 
or individuals to send checks drawn on local banks to creditors 
in distant places. Then, as now, banks commonly kept a por- 
tion of their reserve funds in the form of free balances in corre- 
spondent banks in New York City and other financial centers. 
Checks drawn on banks in such places were, therefore, thor- 
oughly acceptable to any bank. To collect, all it needed to do 
was to put such checks in the mail and send them to its corre- 
spondent bank in the financial center for collection and credit 
to its account. The building up of its city balance in this man- 
ner made it possible for it to supply its customers with its own 
drafts against such balances when they had payments to make 
in distant places. This former customary procedure may be 
made clearer by an illustration. 

Suppose the Erie Specialty Company, of Erie, Pennsylvania, 
carried an account with the Eric National Bank. It has occa- 
sion frequently to buy goods from the Holland Importing Com- 
pany, of New York City. Instead of making payment for goods 
by sending the New York firm its own check, drawn against the 
Erie National Bank — as is now done — it went to the bank and 
bought a New York draft. The charge, which was small, seldom 
being over 1/10 of one per cent — ^was called ''Exchange,^^ being 
the price paid for exchanging Erie funds for New York funds. 
This bank draft which it purchased from the local bank it mailed 
to the Holland Importing Company in New York City; that com- 
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pany deposited the draft in its own bank ; the next day that bank 
collected the check from the drawee bank through the New York 
Clearing House; and the drawee bank charged the Erie bank’s 
account with the amount of the check. 

There is much to be said in favor of such a system. It is both 
simple and economical. In our illustration, however, the econ- 
omy would not be apparent to the Erie Specialty Company. 
Under this system this firm was bearing the exchange charge; 
naturally it seemed highly desirable to it to avoid this cost if it 
could do so. Whether it could do so or not depended upon 
whether the Holland Importing Company could be induced to 
receive payment in the form of the Erie Specialty Company’s 
own check drawn against its account with the Erie National 
Bank. Because of eagerness to secure the profit on sales the 
seller is seldom in position to be very exacting about the form 
in which payment is made; small concessions may eat somewhat 
into the profit on particular sales but the seller always hopes 
that this will be offset by increased goodwill followed by in- 
creased business. If the Holland Importing Company could col- 
lect the check without much cost it would naturally be willing 
to accept this form of payment. Since the collection charges 
turned out to be small the sellers considered it inexpedient to 
protest. The practice has gradually grown, therefore, of sending 
checks on local banks far and wide, and thus passing the burden 
of collecting to the recipients of the checks. 

A. TWO KINDS OF EXCHANGE CHARGES 

It is important to note in this connection that with the develop- 
ment of the practice of emitting personal checks on local banks 
to distant points the local bank was threatened with a loss of 
revenue. This loss was occasioned by the considerable decrease 
in the demand from its customers for exchange on tlie financial 
centers. Yet the burden on the bank was in no wise lessened, 
for when the check which its customer had emitted came back 
through banking channels for payment it was still necessary 
for it to draw its draft against its account in the financial cen- 
ter and mail such draft to the bank returning the check for pay- 
ment. Whether the customer bought a bank draft or sent his own 
check the local bank was under the necessity of keeping a city 
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balance and of drawing a draft against it. A majority of the 
banks located outside the large cities attempted to recoup them- 
selves for this loss of revenue by making a deduction from the 
face of the customer's check when making remittance for it 
through banking channels. This deduction they also called ^*cx- 
change’^ in effect they were still supplying their customers in 
an indirect way with New York or Chicago exchange, but some- 
body other than their customers was bearing the cost. 

Upon whom would this burden fall? To whom does the local 
customer shift the cost of supplying him with exchange? Specif- 
ically, in the Erie illustration, does the expense fall upon the 
Holland Importing Company? Or upon the New York bank in 
which the check is deposited by the recipient? Or upon some 
other bank? 

The merits of the case clearly demand that the deduction 
made by the payee bank in remitting payment for the check 
should be charged by the New York bank to the account of the 
Holland Importing Company. But competition among the banks 
for business puts them in the same position with their customers 
in which the sellers of goods of any kind find themselves with 
respect to the buyers. For the successful firm there is a profit 
in selling goods and for the successful bank there is profit to be 
made out of customers^ balances. Just as the Holland Import- 
ing Company, in its eagerness for orders, found it expedient to 
accept the Erie Specialty Company's check on the Erie bank, 
so the New York bank finds it necessary to absorb any deduc- 
tion from the face of the check which the Erie bank may make 
in remitting. The New York bank is left “holding the bag." 
Since it cannot retain its customers' goodwill — or at least thinks 
that it cannot — by charging back the deduction to it,^it is only 
reasonable to expect the New York bank to make every effort 
to avoid the deduction itself^ And this is exactly what the city 
banks attempted to do. 

i 

B. COLLECTION THROljjoH RECIPROCAL ACCOUNTS 

i 

In order to accomplish thifc purpose reciprocal arrangements 
were entered into between a particular bank and banks located 
in various other sections of the country. The most significant 
feature of these arrangements was an agreement to collect — 
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without any deduction — all items drawn on banks in its terri- 
tory which it receives from those banks elsewhere with which 
it has entered into this reciprocal arrangement. Take Pittsburgh 
and St. Louis for example. The Mellon National Bank would 
agree to collect without exchange deduction all checks drawn 
on banks located in western Pennsylvania, West Virginia, and 
eastern Ohio, which happen to be deposited in the First National 
Bank of St. Louis. The St. Louis bank agrees to collect for 
the Mellon Bank all checks deposited in the latter which are 
drawn on banks located in the territory contiguous to St. Louis. 
Under this agreement as the customers of the First National in 
St. Louis deposit with it checks drawn on banks located in the 
Pittsburgh district these checks are forwarded the same day to 
the Mellon National Bank in Pittsburgh. As soon as they are 
received the Mellon Bank collects through the Pittsburgh Clear- 
ing House those items which are drawn on other Pittsburgh 
banks; if any of the checks are drawn by customers of the Mel- 
lon Bank against their accounts with it, such checks are chargejd 
to these deposit accounts; the others it mails out at once to its 
correspondent banks in the various nearby cities and towns on 
which the checks are drawn. These various banks will collect 
the checks through their local clearing houses and then remit to 
the Mellon Bank a draft for the face amount of the items 
collected. Upon receipt of this draft the Mellon Bank is in posi- 
tion to make remittance at par to the St. Louis bank. 

Attention is called to the fact that the Mellon Bank collected 
these checks through its correspondent banks in the various towns 
on which the items were drawn. Those items which these corre- 
spondent banks collected through their local clearing houses 
would, of course, be paid at par, since the exchange deduction 
was made only when the drawee bank had to remit payment 
through the mails. But what about the checks drawn on these 
correspondent banks themselves? Would not these banks make 
an exchange deduction on these items? The answer is a nega- 
tive one for the reason that between correspondent banks recip- 
rocal arrangements commonly existed which precluded the pos- 
sibility or the desirability of such charges. 

A large city bank such as the Mellon National has corre- 
spondents in most of the cities and towns in its own territory, 
but not usually in all of them. Some of the items received by 
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it, either from its own depositors or from correspondents in other 
large cities, might well be drawn on banks in towns in which the 
Mellon had no correspondent and therefore no agreement with 
any bank to collect the items at par. Such items were sent to 
the nearest town in which there was a correspondent bank. The 
Mellon Bank would certainly have a correspondent bank in 
Johnstown but might have none in Blairsville, which is twenty 
miles nearer to Pittsburgh than Johnstown is. Items on Blairs- 
ville would go to the Mellon correspondent bank in Johnstown. 
The Johnstown bank, being only twenty miles distant from 
Blairsville, would almost certainly have a correspondent there 
to whom it could send Blairsville items and receive remittance 
at par. 

In this manner it was possible for the city banks to avoid a 
considerable number of exchange deductions which otherwise 
would have been incurred. Had either the Pittsburgh or the St. 
Louis bank sent the Blairsville items direct to a bank in that 
town such items would have been subject to an exchange de- 
duction. It was to avoid such deductions that the items were 
sent in the roundabout fashion described. 

The cumbersomeness of this system is apparent. Had the 
check been sent direct it would have reached Blairsville in two 
days and the remittance would have been in St. Louis two days 
after that. Going through Pittsburgh and Johnstown banks 
added at least two days each way — four days in all — ^to the time 
necessary to collect such items directly. Since the deduction 
is a very small one it seems pertinent to inquire whether the 
use of the funds for the extra four days might not compensate 
the St. Louis bank for the deduction. There are several reasons 
why it did not appear to do so. 

(1) The average size of the individual items to be collected 
is small. Items totaling $100,000 might well include checks on a 
thousand different places. Four days^ interest on $100,000 would 
be approximately $75. Even with the minimum deduction of 
10c for each remittance the total for 1,000 items would be $100. 

(2) Before 1914 banks not located in central reserve cities 
were allowed to count as part of their legal reserves those checks 
in process of collection. In other words they were permitted to 
count them as equivalent to cash as soon as they were placed 
in the mails for their homeward journey. 
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(3) Even to the degree that there appeared to be a loss of 
interest to a particular bank it seemed to bo offset by the fact 
that other banks were also sending checks back to it in a round- 
about way, so that the bank had possession of the funds for 
some days after the customer had emitted his check. 

(4) Banks in the large cities offset the loss in a large per- 
centage of cases by a service charge made for the collection of 
out-of-town checks in a manner to be discussed later. 

But however the individual banks might figure that they lost 
nothing by the cumbersome method of collection illustrated above 
it was an expensive luxury for the general public. To the ex- 
tent that banks could not recoup themselves directly for the loss 
their margin of profit was narrowed. As a matter of fact, how- 
ever, the increased cost was commonly passed on to the bankas 
customers indirectly, especially in the larger cities, through the 
service charge mentioned above. The size of this service charge 
is dependent upon the number of days required to collect the 
out-of-town items. Since this indirect method of collecting 
checks increased the average number of days necessary for such 
collection, it increased this service charge. 

Much confusion exists because of the failure to distinguish 
sharply this service charge from the exchange deduction dis- 
cussed above. This confusion is due to the fact that this service 
charge is also commonly referred to as an “cxchange^^ charge. 
This is not an improper use of the term “exchange,” as some 
writers maintain, but it does necessitate a sharp differentiation 
between the two meanings. 

We have seen that when customers deposit checks drawn on 
banks in other places the bank attempts to collect the face of tlic 
check, and in order to do so they formerly found it necessary 
to resort to the indirect methods described above. Until remit- 
tance is received for these items from correspondent banks they 
are merely “Uncollected funds,” and arc not available for draw- 
ing against by the depositor. It is customary, however, for banks 
in large cities to allow interest on average balances carried by 
their customers. When interest is allowed on average free bal- 
ances the question arises as to whether these “Uncollected funds” 
should be counted. Since the practice of allowing interest on 
average balances developed prior to the practice of emitting per- 
sonal checks to distant points, the custom in New York City 
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and some other large cities is to include the uncollected items 
in arriving at the balance on which interest is allowed and to 
offset this with a service charge called ^^exchange/^ The rate 
at which exchange shall be charged is agreed upon by all the 
banks through their clearing house associations, and corresponds 
roughly to interest on the uncollected funds at a rate consider- 
ably higher than the rate which banks allow their customers on 
average balances. In order to put all the banks in the city on 
the same basis a heavy fine is levied against any bank which 
fails intentionally to make this charge. In addition there is a 
threat of expulsion from the clearing house. The penalty is so 
drastic that each bank takes precautions to insure that ex- 
change is charged in accordance with tlie agreement with the 
other banks.^ 

C, SERVICE CHARGE MERELY COVERING INTEREST 

It will be observed that this exchange charge partakes largely of 
the nature of an interest or discount charge covering the number 
of days required to make collection. In this respect it is ex- 
actly like the interest or discount on a note which is due several 
days hence, anjd the exchange charge is so adjusted as to amount 
to the average rate of interest usually charged customers on 
direct loans. Neither federal nor state governments forbid this 
charge, and it would be clearly improper for them to do so. 
No charge is made for collecting checks drawn on other banks 
in the same city nor for checks against banks located in terri- 
tory contiguous to the city. A check on a distant place is not 
cash, and there is no reason why it should be considered as such. 
The exchange charge simply covers the interest and other expense 
involved in collecting such items, and the burden rightfully falls 
upon those customers who make such deposits. There is no way 
in which the expense can be avoided entirely so long as depositors 
persist in sending off their personal checks to distant places. 
Being able to do this is a great convenience to the public and 
when this is taken into account the expense is relatively small. 
Later on we shall see that this expense has been materially re- 

*On July 7, 1926, the New York Clearing House Association voted to 
eliminate the present compulsory exchange and collection charges on out- 
of-town checks, making such charges discretionary with member banks. 
This action was taken in order to attract additional deposits to New York. 
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duced through the elimination of roundabout collection methods 
by the Federal Reserve System. 

It remains to be pointed out that injustice results where the 
banks fail to make this exchange, or service, or interest charge. 
Either the banks have to absorb the extra cost at the expense 
of their rightful profits or a general tax is levied upon all their 
customers by the increased charges which the banks find it neces- 
sary to make for other services. Thus tenets of scientific cost ac- 
counting are violated. Those for whom the service is rendered 
properly should bear all the expense incident thereto. 

D. PAR COLLECTION 

Since the establishment of the Federal Reserve System in 1914 
much has been written about the importance of par collection. 
Interest in the subject has been stimulated by the attempts of 
the federal reserve banks to force all banks to remit at par for 
checks drawn against them and which come back to them for 
payment through banking channels. With all banks on the par 
collection list all necessity for the indirect routing of checks 
disappears; checks arc sent back home in the most direct fash- 
ion and the volume of such checks in the mails is reduced to a 
minimum. This is of importance not only to the banks. It is 
of vital interest also to the business world, for it means that 
out-of-town checks deposited in banks remain “Uncollected 
funds^^ for a briefer interval, and this reduces the exchange 
charge made to the depositors of such checks. It is of the ut- 
most importance, however, for the reader to realize that “par 
collection” does not contemplate the abolition of this service 
or interest charge. Par collection has reference merely to the 
remitting by the drawee bank for the face value of checks drawn 
against it; the service charge covers the loss of interest and other 
expenses necessary to collect this face value. 
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CHAPTER VI 

PRIMARY AND SECONDARY RESERVES 

It was pointed out earlier that when banks unite in such infor- 
mal groups as clearing house associations they are able to elimi- 
nate unsound competition and at the same time give to their 
patrons better and cheaper service. When we remember that 
in the United States there are approximately 28,000 independent 
banking institutions the need of some mechanism which will as- 
sist in the promotion of sound banking practice becomes appar- 
ent. The real problem for solution is to determine some means 
whereby all these banks can be united for the common good in 
much the same way as banks in a particular city band them- 
selves together in clearing house associations. It is much more 
important that this be done in banking than in other fields. 
Banks are intrusted with the funds of their patrons, all of whom 
thus are vitally interested in their welfare. The failure of a bank 
often brings disaster to many of its customers and a very real 
inconvenience to all of them. It is apt, also, to impair confidence 
in the soundness of other banks. When a particular bank is in 
trouble it is no uncommon thing to find competitor banks com- 
ing to its assistance.^ This is not evidence of altruism ; the other 
banks are merely attempting in this way to avoid disturbance 
of the delicate credit mechanism the smooth functioning of which 
is essential to their own welfare. Each bank profits through the 
sound banking practices of its competitors not only because it 
eliminates the possibility of unfair competition but because 
sound banking by all the banks tends to increase popular con- 
fidence in the banking system by minimizing the likelihood of 
failure on the part of important units of the system. 

Federal and state laws may do much to encourage conserva- 
tive methods and to eliminate recklessness. They commonly 
specify minimum reserves which banks must maintain ; ^ the 

^In 1020 ‘there were two outstanding examples of this mutual aid among 
the large hanks in New York City. 

• See p. 104. 
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maximum amount which may be loaned to any one customer; 
the maximum amount which may be loaned on the security of 
real estate ; and they usually limit strictly the extent of a bank’s 
real estate holdings. It is customary to require that the bank’s 
investment account consist of bonds and not of stocks. Fur- 
thermore they require periodic publication of statements showing 
the condition of the bank, and send examiners to see that such 
statements are in accord with the facts, that the laws are being 
obeyed, and that conservative practices prevail. Much may be 
accomplished by this governmental supervision to discourage in- 
competent and unscrupulous persons from entering the banking 
business and to encourage sound practices on the part of those 
who do enter. The point to be emphasized, however, is that 
even with all bankers paragons of virtue and endowed in large 
measure with the sound judgmei\t that is essential to banking 
success, such success may be jeopardized — in a decentralized 
banking system — by factors over which the individual banker can 
exercise no control. 

A. PRIMARY RESERVES 

At first sight the size of the reserves which commercial banks 
find it necessary to carry seems surprisingly small. It will be 
remembered that its commercial deposits represent the current 
cash balances or emergency reserves of the various firms and 
individuals that carry accounts with it. To serve one of the 
purposes for which these customers carry such balances they 
must be able to withdraw them at a moment’s notice. This 
means that for the bank its commercial deposits represent de- 
mand obligations. The individual customer usually docs not 
notify his bank in advance as to when he may need to draw 
out the funds which he is carrying with the bank, and the bank 
must be prepared to pay instantly. In this respect the bank’s 
liabilities differ materially from those of its customers. The 
ordinary business house has few if any demand obligations. 
When it buys goods it knows just when it will have to pay for 
them. Its employees must be paid on certain definite dates known 
in advance. The amount of such fixed obligations as interest 
and rent is known as well as the exact date on which payment 
must be made. Commonly the number of creditors is compara- 
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lively small. Furthermore, if necessity should arise arrange- 
ments may be made with some of its creditors to defer payment 
temporarily. Unforeseen contingencies may arise and opportuni- 
ties may appear for profitable purchases ; for these some reserve 
is necessary. It is apparent, however, that the size of such 
reserve as needed by the typical business house for these pur- 
poses is relatively small. 

On the other hand the bank’s liability to its depositors is 
strictly a demand liability, and usually the bank will have no 
foreknowledge as to when the demand will be presented. No 
arrangement can be made to defer payment. Wherein lies the 
secret, therefore, of the bank’s ability to keep on hand only a 
small percentage of the funds of its depositors and yet meet their 
withdrawal demands? There is nothing mysterious about it. If 
the bank had only one depos4or, and had no agreement or un- 
derstanding to prevent his withdrawing all his funds on demand, 
a reserve of 100% would be necessary. But with the number 
of depositors running into the hundreds and thousands — which 
is the real situation for the typical commercial bank — it can pur- 
sue its operations on the basis of the law of probability in just 
the same way that an insurance company does. Each depositor 
has the right to demand all or a part of his funds at any moment. 
On a given day, however, a very small percentage of the deposi- 
tors actually exercise this right. Each day, of course, certain 
depositors will be drawing out portions of their funds, but on the 
same day other depositors will be finding it convenient to in- 
crease their balances. Since withdrawals on a particular day 
may exceed receipts of new deposits some reserve is necessary, 
but the amount required is a very small percentage of its total 
demand obligations. As pointed out above, the size of the re- 
serve which safety requires each bank learns for itself by its 
own experience and by observation of the experience of similar 
banks. The difference between the primary deposits of its cus- 
tomers and this -necessary reserve represents the funds the use 
of which should enable the bank to meet its operating expenses 
and to make a profit for itself. Total reserves of all kinds which 
banks commonly find it necessary to maintain amount to from 
ten to fifteen per cent of their demand deposits. This makes 
available for lending from 85% to 90% of the free balances of 
their depositors. Since it is chiefly from the use of this large 
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percentage of the free balances of its customers that the bank’s 
expenses are met and its profits earned, it is easy to account for 
the anxiety of the bank for additional deposits. 

The most vital problem which faces the individual banker is 
to determine to whom to lend and how much, and on what 
terms. Second only to this is the sound management of his 
primary and secondary reserves. We have seen that by pri- 
mary reserves is meant the cash in vault and free balances with 
other banking institutions which arc at all times subject to with- 
drawal without jirevious notice. Such reserves constitute the 
principal defense of the bank against the demands of its deposi- 
tors for withdrawal of their balances. Such demands come to the 
bank in two ways. 

Some checks are presented for encashment at the bank itself. 
The cash in vault is intended to meet this demand. The amounts 
which different banks find it necessary to hold for this purpose 
vary both according to location and according to the character of 
the business handled. The national banks located in New York 
and Chicago carried an average volume of cash in vault during 
1922 and 1923 equal to 1.4% of their gross deposits. During tlie 
same period country banks found it necessary to carry an average 
balance equal to 2.7% of their gross deposits. These are aver- 
ages, and individual banks carried amounts varying between 1% 
and 5%. The cash in vault is strictly a non-earning asset; for 
this reason each bank is anxious to keep the amount as small 
as is consistent with safety. Some states specify by law the 
minimum amount which their banks are required to hold in vault, 
and, as we have already seen, the federal government did the 
same thing for national banks prior to 1916. Since then national 
banks have been permitted to use their own judgment in deter- 
mining the amount of cash they need. 

But the great development of the check system during the past 
fifty years has resulted in by far the greater portion of the de- 
mands by depositors coming to the bank either through the 
clearing house or through banks located in other places. We 
have already seen that those checks coming through the clearing 
house are largely offset by the checks sent to the clearing house, 
with a resulting decreased need for cash. Only adverse differ- 
ences have to be settled for. And in recent years the need of 
cash even for this purpose has been greatly minimized through 
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the growing practice of settling unfavorable balances at the clear- 
ing house through the federal reserve banks or by drafts on city 
correspondents. Such balances may thus be looked upon also as 
primary reserves and indeed as their most important constituent 
element. That this is true is attested by the fact tliat whereas 
cash in vault for all the banks averages but little over two per 
cent of total deposits, balances at the reserve banks and with 
correspondents average something like ten per cent. Of course 
the two items are quickly interchangeable. When the cash in 
vault becomes larger than is needed it can be sent to the reserve 
bank or to a correspondent and thus increase that portion of 
the primary reserve. If such action increases unduly the balances 
at those banks, and there is no demand from the bank’s cus- 
tomers for increased accommodation, the excess may be loaned 
on the call money market. The purchase of bonds or short time 
paper on the open market will serve also to utilize the surplus. 
Contrariwise, if cash in vault falls below the minimum safety 
limit it may be increased by withdrawing in cash a part of the 
balance at the reserve bank or with a correspondent bank. 

Cash in vault is not the only portion of his primary reserves 
which earn nothing for the banker. The federal reserve banks 
pay no interest on balances maintained with them and the mini- 
mum size of such balances is regulated by law. But balances 
with correspondents may yield a small rate of interest. Hence 
it is to the interest of the banker in such fashion to distribute 
the non-regulated elements of his primary reserves as will leave 
the smallest possible portion as cash in vault and the largest 
possible portion as balances with correspondents. On the whole, 
however, the banker does not expect his primary reserves to yield 
to the bank an income of appreciable size. He is anxious, there- 
fore, to keep the total of such reserves at the lowest point which 
is consistent with safety. The amount which is needed for this 
purpose is in large measure dependent upon the character of the 
secondary reserves and the mechanism of the banking machin- 
ery as a whole. If the assets which compose the secondary 
reserves are wisely chosen, and if the banking system is con- 
structed on a sound basis, a bank can safely get along with a 
correspondingly small volume of cash in vault. 
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B. ALTERNATIVE METHODS OF INCREASING THE 
RESERVE RATIO 

The reserve ratio may be increased in four ways: 

(1) By liquidating some of its earning assets, i.e., secondary 
reserves, and turning tliem into a form which can be loaned, 
i.e., primary reserves. 

(2) By the repayment of loans previously made in larger 
volume than new loans being currently granted. 

(3) By the receipt of more deposits by customers than are 
being currently withdrawn. 

(4) By borrowing from some other bank. 

When the reserves are larger than the bank deems necessary 
the excess can be eliminated in four ways: 

(1) By investment in commercial paper and bankers* accep- 
tances. 

(2) By investment in bonds. 

(3) By lending on the call money market. 

(4) By meeting the demands of its customers for increased 
loans. 

The bank is in position to take the initiative for the first 
three methods; but for the fourth it must play a passive role. 
But it knows that if the necessary demand for loans from good 
customers is forthcoming the excess primary reserve will be 
eliminated — not by the permanent increase of its deposit liabili- 
ties, but by the actual drawing away from it of cash by the 
new borrowers. Assuming the existence of such demand, there- 
fore, when its reserves become larger than it wishes them to he 
the most desirable way to eliminate such excess is by increasing 
its loans and meeting the consequent adverse balances at the 
clearing house, federal reserve bank, or some other bank. On 
the other hand, when its reserves become smaller than appears 
safe or desirable one means of rectifying the situation — but one 
which is not always feasible, as we have already seen ^ — is to 
decrease the volume of loans being granted currently. This 
need not result in any decrease in deposits, but it must result 
in favorable clearing house or federal reserve balances which will 
bring up the reserve to the desired point. A more desirable policy 
is to turn to the secondary reserves. 

* See p. 27. 
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C. SECONDARY RESERVES 

By secondary reserves is meant that portion of the earning as- 
sets which the bank should be able to transform promptly into 
primary reserves. Secondary reserves thus differ from primary 
reserves in two important respects. Primary reserves represent 
principtilly non-earning assets and constitute the bank’s first 
line of defense against the demands of its customers. On the 
other hand, secondary reserves are composed of earning assets 
which can be liquidated with little or no delay. These assets 
thus constitute the bank’s second line of defense against the de- 
mands of its customers. It is difficult to draw a sharp line of 
demarcation between those assets which should be included in 
the secondary reserves and those to be excluded from this cate- 
gory. It depends largely upon the definition of the term 
^‘promptly.” 

Certain of these assets can be turned into cash or its equiva- 
lent with practically no delay whatever. There can be no ques- 
tion that such assets should be included in the secondary reserves. 
For others the speed with which the process of liquefaction 
may proceed varies from asset to asset. While no hard and fast 
rule need be laid down it appears reasonable to consider as sec- 
ondary reserves all those assets whose intrinsic value can be 
realized upon in the course of two or three days’ time. Prior to 
1914 such assets included:. 

(1) Call loans 

(2) U. S. Government bonds 

(3) Railroad and corporation bonds listed on some prominent 
stock exchange and which were actively traded in 

To the list may now be added certain other items to be de- 
scribed later: ^ 

(4) Acceptances of other banks 

(5) Commercial paper eligible for rediscount 

(6) Customers’ notes eligible for rediscount 

It seems that there can be no question about the validity of 
considering as secondary reserves assets which can be liquidated 
as promptly as those in the above list. Yet some writers would 
not include items (2), (3), and (6). There are two grounds 

» See pp. 100, 125, 137. 
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upon which item (6) might be excluded. When customers’ notes 
are rediscounted a contingent liability rests upon the bank, since 
such notes must be indorsed by it. But this contingent liability 
cannot become actual unless the customer fails to pay. In that 
event, of course, the bank is a loser and the secondary reserves 
will be found to be overstated by the amount in default. But 
the makers of the commercial paper which the bank has pur- 
chased may also fail to pay, in which case the bank loses also. 
Yet there is no difference of opinion about the propriety of in- 
cluding such paper among the secondary reserves. 

Perhaps somewhat more validity attaches to the other objec- 
tion to considering eligible customers’ paper as a part of the 
secondary reserves. This objection rests upon the ground that 
the rediscounting of such paper is in all essentials merely a 
means of borrowing. A good deal of interbank borrowing takes 
place and such loans may be secured by nonmarketable assets 
in the possession of the bank. Objectors may point out, there- 
fore, that such nonmarketable assets might be included among 
the secondary reserves with just as good reason as eligible cus- 
tomers’ paper, which represents merely a different means of bor- 
rowing. In spite of these objections the writer feels it is logical 
to include eligible customers’ notes in a list of the items compos- 
ing the secondary reserves not only because of the extreme ease 
and rapidity with which they may be turned into primary re- 
serves but also because it is recognized as one of the normal 
means whereby primary reserves may be kept at the desired 
level. 

The volume of United States government bonds which good 
banks customarily hold in their portfolios may seem excessively 
large to the uninitiated because of the low yield of such invest- 
ments. But banks look upon these bonds as being almost the 
same thing as cash. They can be turned into cash at a moment’s 
notice and if a large volume of such bonds is on hand the ca^sh 
account may be correspondingly lower than would otherwise be 
safe. The same thing is true of listed railroad and corporation 
bonds which are actively traded in. If the term “secondary 
reserve” is to mean anything at all assets of such high quality 
and with instant marketability must inevitably be included. It 
is true, of course, that such bonds commonly have somewhat dis- 
tant maturity dates and are, therefore, not self-liquidating. It 
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is true, likewise, that they represent funds which have been de- 
voted to fixed capital purposes. But as is shown in another con- 
nection the commercial bank of today diverts regularly a large 
volume of short time funds into long time channels. Each in- 
dividual bank can do this safely because when its hour of need 
appears it may shift, through the medium of the securities mar- 
kets, the burden of carrying such long time investments to other 
banks currently having funds to invest. And bankers themselves 
are interested solely in this question; if need arises, can any 
particular asset be turned into cash without delay? Any asset 
w^hich meets this test they quite properly consider as belonging 
among their secondary reserves. It is largely a matter of ter- 
minology, of course, but the attitude of the banker appears en- 
tirely reasonable. Bonds whose intrinsic value can be recovered 
on any business day, irrespective of their maturity dates, are 
included, while customers’ notes not maturing wuthiii a few days 
and not eligible for rediscount, arc excluded. Likewise, real 
estate bonds and mortgages, municipal bonds, and other securi- 
ties for which no organized markets exist arc considered to be 
slow assets and hence excluded from the category of secondary 
reserves. 

Prior to 1914 the secondary reserves usually contained no ac- 
ceptances of other banks, since they existed in such limited vol- 
ume. As there were no rediscount facilities neither commercial 
paper nor customers’ notes could be liquidated prior to maturity. 
In any general emergency it became difficult to withdraw bal- 
ances on deposit with other banks and call loans could be termi- 
nated at such times only with the likelihood of loss. Of the 
items included in the above list there remains only the bond port- 
folio, and at a time of general crisis market values of all securities 
tend to fall sharply. Everybody wants to sell and nobody wants 
to buy. When the critical condition was not general and only a 
few banks were forced to adopt a policy of retrenchment the 
situation was not so serious. Then balances on deposit with 
other banks could be withdrawn, call loans might be terminated, 
and many of its bonds could be sold. But in anything resembling 
a general crisis the secondary reserves were secondary reserves 
in name only. They really consisted of frozen assets which either 
could not be liquidated at all or at best could be disposed of 
only with serious loss. It is apparent, therefore, that one of 
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the most important ends to be attained by a reformation of our 
financial machinery was to provide facilities whereby banks 
could transform any or all of their secondary reserves into pri- 
mary reserves whenever the occasion should warrant such pro- 
cedure. With such facilities easily available banks are able to 
keep a larger portion of their funds productively employed. 
That is to say, their secondary reserves may be larger and their 
primary reserves smaller. 

D. INEFFECTIVE UTILIZATION OF PRIMARY 
RESERVES 

Not only were banks required to maintain primary reserves 
larger than should have been necessary but the primary reserves 
were themselves ineffectively utilized. Each bank carried its 
own reserves — a portion in its own vaults and a portion with 
other banks. Had it been possible for all the many thousands 
of banks of the country to work together as the banks do in the 
clearing house associations of a particular city the efficiency of 
these reserves could have been greatly increased by the simple 
process of pooling them. The total volume of water needed to 
supply a large city would be greatly increased if each individual 
householder found it necessary to keep his own water reserve. A 
much smaller total volume is needed when it all comes from one 
reservoir. Or, to put it differently, a given volume of water will 
supply the needs of many more persons if it all comes from a 
single source. The same thing is true of banking reserves. It 
was noted above that the maximum need for funds falls upon 
different banks at different times. V/ith the reserves of all the 
banks pooled they could be economically utilized, being trans- 
ferred first here, then there, as the need appeared in different 
sections of the country. 

In the modern pecuniary system, with its emphasis on profits 
measured in pecuniary terms, there are always forces at work 
which tend to produce an ebb and flow of business activity. We 
are all familiar with the seasonal fluctuations of industry. These 
can be foreseen and provisions made in advance to take care of 
the constantly recurring demands. At various times in the past, 
however, our attention has been directed forcibly to another kind 
of change — ^the cyclical fluctuations. We have all experienced 
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good times and bad times, periods of prosperity and periods of 
more or less prolonged depression. The older generation of to- 
day, whether it has studied economics or not, has vivid recollec- 
tions of the years 1893 and 1907, because in those years periods 
of prosperity came to an end with severe crises and financial 
panics. A younger generation remembers the severe crisis of 
1920, which marked the end of the post-war period of prosperity. 
These years are the high-Water marks of our recent financial 
history. This is due largely to the spectacular nature of the 
phenomena involved and tends ofttimes to obscure the fact that 
at all times forces are at work in our industrial organization 
which tend to produce change. Many of these forces are cumu- 
lative. In speaking of the various processes which are tending 
to convert a revival of trade into intense prosperity, Wesley 
Mitchell says: ^ 

'^Not only docs every increase in the volume of trade cause other 
increases, every convert to optimism make new converts, and every 
advance in price furnish an incentive for new advances; but the growth 
of trade also helps to spread optimism and to raise prices, while op- 
timism and rising prices support each other. Finally, the changes going 
forward swell profits and encourage investments, while high profits and 
heavy investments react by augmenting trade, justifying optimism, and 
raising prices.^' 

He then goes on to point out that certain stresses and strains de- 
velop with increasing prosperity, which tend to undermine the 
healthy condition of business. In the absence of any conscious 
control, with prices continuing to rise, the prosperity gradually 
comes to be more apparent than real, and a crisis develops, fol- 
lowed by enforced liquidation and a readjustment of prices on a 
declining scale. 

It was pointed out above that with bank reserves pooled there 
would be sufficient in normal times to meet the needs of all the 
banks. In view of the constant ebb and flow of business activity, 
in which revival of trade leads to increasing prosperity with ris- 
ing prices, and this in turn is converted into a crisis and possible 
panic, followed by liquidation and depression, it might well be 
asked what is meant by ‘‘normal times.” It is simply a vague 
general term used to denote conditions when business is neither 
at the apex of a period of prosperity nor at the bottom of a 

^Business Cycles^ p. 574. 
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period of depression. If at such times even the pooled bank 
reserves are only sufficient to meet the needs of the various in- 
stitutions, then when business becomes more active and has a 
consequently greater need for bank accommodation the reserves 
are inadequate. What is needed is not only the pooling of the 
reserves in order that they may be used more economically, but 
the ability to draw on hitherto unused reserves. 

The principal defects in our banking structure before the in- 
auguration of the Federal Reserve System, which either directly 
or indirectly made necessary unduly large primary reserves for 
the individual banks, were as follows: 

(1) Roundabout methods for collection of out-of-town checks. 

(2) There was no broad discount market to which banks 
might divert funds with the complete assurance that such funds 
could be recovered instantly should occasion arise. For this 
reason it was necessary to maintain a larger volume of funds 
as primary reserves, which arc essentially non-earning assets; 

(3) There was no pool into which all the banks could pour the 
greater portion of their primary reserves and from which they 
could withdraw their own funds when needed. With each bank 
handling its own reserves a larger total volume was required; 

(4) There was no means by which all the banks at the same 
time could increase their total primary reserves to meet the de- 
mands for accommodation during periods of great activity in 
business. In normal times, therefore, they had to keep excess 
reserves in order to be prepared, partially at least, for extraor- 
dinary demands; 

(5) In the absence of a central bank no concerted action was 
possible by means of which the gold reserves which they had 
could be protected from at least temporary diversion to other 
countries. The possibility of such temporary undermining of 
their reserves made it necessary for larger reserves to be main- 
tained than otherwise would have been required. 

The tendency of each of these defects, therefore, was to force 
the individual banks to retain in a non-earning form a larger 
portion of their assets than would have been necessary in a 
banking system more soundly organized. From a social stand- 
point this uneconomical utilization of capital was in itself de- 
plorable. But this was by no means the most serious conse- 
quence. 
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E. RESERVE CONCENTRATION IN NEW YORK CITY 

The concentration in New York City banks of reserve funds 
belonging to interior banks constituted the nearest approach to a 
reserve pool. Such balances were attracted mainly for two rea- 
sons. In the first place we have already seen that banks located 
elsewhere could count these balances as part of their legally re- 
quired reserves, and in the second place the New York banks 
paid interest on average balances in order to attract as large a 
volume as possible. But this necessitated keeping such funds 
at work. The New York banks, therefore, did not retain these 
funds as non-earning assets. Instead, an amount roughly equal 
to seventy-five per cent of such balances was loaned by these 
banks, partly for commercial purposes and partly on the call 
money market. Call loans are made to brokers on the stock 
exchange, and the understanding is that they must be repaid 
on any day that the bank desires to terminate the loan. On 
the surface this appears to be an ideal means for the use of such 
funds. Finding its reserves becoming depleted the New York 
bank could replenish them by calling some of its stock market 
loans. 

But the repayment by the broker of such loans does not mean 
the liquidation of his total banking obligations. He merely bor- 
rows the amount from some other bank with which to repay the 
bank demanding repayment. Thus the burden of furnishing the 
funds is merely shifted to some other bank having surplus funds 
at its disposal. This works smoothly enough so long as there 
are some banks with surplus funds. But at times the interior 
banks are withdrawing their balances in such large volume that 
eventually the time comes when no bank has surplus funds to 
lend. When this situation arises no bank can effectively call any 
of its brokers’ loans. Calling loans in a situation such as this 
forces the brokers to throw their stocks on the market at what- 
ever price they will bring. Nobody wants to buy stocks then be- 
cause of the tight money situation and the result is that stock 
values collapse. This depreciation in the market value of securi- 
ties impairs the value of the collateral back of other loans by the 
banks and may result in very heavy losses on their time loans. 
The entire banking position thus becomes untenable. In several 
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of the most severe crises of the past the New York banks were 
compelled to suspend specie payments. When this happened 
their correspondent banks were at times forced to follow suit 
simply because they could not withdraw their balances in New 
York which they were counting confidently as portions of their 
reserves. 

In conclusion, emphasis should be placed on the fact that to 
the extent that each individual bank retained its primary reserves 
in its own vault, reserves were scattered and hence could not be 
used effectively; and to the extent that they were concentrated 
the concentration was in the large New York banks. These 
banks were dealing directly with the public and consequently 
were subject to the different phases of the business cycle pos- 
sibly in even greater degree than were the smaller banks in 
other places. For the concentration to be effective the reserves 
need to be lodged with some institution whose relations with the 
borrowing public are indirect. This can be accomplished only 
by means of a strong eentral bank in which the reserves of the 
other banks are pooled, and the loans of which are extended 
principally to other banks instead of to the general public. The 
reserves of this institution can then be drawn upon by all the 
other banks as the need arises, because they constitute real re- 
serves. The reserves carried in New York were more apparent 
than real. The law required these New York City banks to carry 
a 25% reserve against their deposits and they aimed to have 
no very great amount in excess of this minimum legal require- 
ment. It is evident, therefore, that the real reserves back of the 
deposits of the banks as a whole were much smaller than they 
appeared to be. 

Even with the reserves of the banking system concentrated 
with a strong central institution and utilized in the most effective 
manner there still remains therefore the possibility that these 
ultimate reserves may be insufficient in a period of great busi- 
ness expansion and inflated prices. The mere fact that prices 
are high tends to stimulate imports from countries having lower 
price levels and to make it more difficult for us to sell our 
products abroad. As a consequence of this situation the ulti- 
mate reserves are apt to be decreased through the necessity of 
exporting gold to settle our adverse balances abroad. In a decen- 
tralized banking system such a^ ours has been, with no central 



76 THE BANKING PROCESS 

control, no concerted effort to protect our gold reserves was fea- 
sible. At just the time when larger reserves were needed it was 
common to have the absolute magnitude of our reserve funds de- 
crease. A strong central banking institution, through its influence 
on the local money market and through its direct relationships 
with other central banking institutions, may do much to stem the 
outflow of gold and even to stimulate the import of gold to 
strengthen our reserves in time of need. 
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CHAPTER VII 

CURRENCY AND BANKING REFORM 

For many years the inadequacies of our banking machinery 
which have already been discussed were not fully recognized. 
They were obscured by the fact that in each great crisis the out- 
standing evil appeared to be a shortage in common money. When 
a period of great prosperity had merged into a crisis, confidence 
in the soundness of banks became impaired. When this uneasi- 
ness led to a widespread withdrawal from the banks of funds 
previously intrusted to them it became necessary for banks to 
suspend specie payments. Deposit currency, the customary me- 
dium of exchange for eighty-five to ninety per cent of our trans- 
actions, could no longer serve its purpose. Thus too heavy a 
burden fell upon common money and its volume was woefully 
inadequate for the extra duty it was called upon to perform. 
But even though the situation does not become extreme enough 
to cause a suspension of specie payments a larger volume of 
hand-to-hand money is always needed when business is boom- 
ing. This is due not only to the fact that a greatly increased 
number of business transactions are constantly being effected but 
to the fact that at such times prices are high and continuing to 
rise, and with a higher price level more money is needed to 
finance each individual transaction at the higher unit prici'S. 
Deposit currency or bank money, in order to serve its purpose, 
must be convertible at the will of the holder into common money. 
For deposit currency or bank money to be increased, therefore, 
it is necessary that the volume of common money be increased 
also, for in the last analysis the Volume of bank money is de- 
pendent upon the volume of common money. But prior to 1914 
our common money was notoriously inelastic; its volume could 
not expand and contract in accordance with the changing needs 
of business. For this reason attempts to reform our financial 
machinery were bound up pretty closely with efforts to provide 
a more elastic hand-to-hand money. 

77 
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A. UNITED STATES NOTES OR ‘^iREENBACKS’^ 

In Chapter IV attention was called to the fact that prior to 
the Civil War our common money consisted exclusively of gold 
and silver coins and circulating notes issued by the various state 
banks. In order to meet its obligations for materials and sup- 
plies to carry on the war the government began issuing in 1862 
irredeemable legal tender notes commonly called ^^grcenbacks.^^ 
These were simply promises of the government to pay actual 
specie, but with no date set as to when such payment might be 
effected. The creditors of the government were willing to accept 
these greenbacks, because, being legal tender, they could in turn 
pay them over to their creditors. The value of the greenbacks 
in terms of gold fluctuated with the fortunes of the Northern 
armies during the war, for it was common knowledge that these 
notes would not be redeemed until the war came to an end. It 
was expected, however, that when the war was over the govern- 
ment would pay off these notes and thus retire them from cir- 
culation. But in the years following the conclusion of the war 
considerable opposition developed to the project of contracting 
the currency sufficiently to retire the greenbacks. For reasons 
which it is unnecessary to go into here this opposition became 
so powerful that the government abandoned from time to time 
the idea of retirement. Finally, in 1875, an act was passed 
which provided for resumption of specie payments on the green- 
backs on and after January 1, 1879. A fund of gold was gath- 
ered by the Treasury Department for this purpose, but shortly 
before the appointed date arrived the greenbacks had come to 
par with gold and hence the holders had nothing to gain by hav- 
ing them converted.^ The volume outstanding in 1879 was ap- 
proximately 346 millions, at which figure it has remained con- 
stant ever since. So far as greenbacks are concerned, therefore, 
we see that there is absolutely no power to expand or contract. 

B. NATIONAL BANK NOTES 

The origin of our national bank notes has already been dis- 
cussed.^ Attention was also called to the fact that they fail 

* See interesting article on “Resumption,” American Bankers Assoc. 
Journal, Oct., 1925. * See Chapter IV. 
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to provide an elastic element in our circulation — they do not 
expand and contract in conformity with the changing needs of 
business. That this is true will become apparent if we look 
closely at the mechanics of the process through which they are 
issued. 

If a national bank wishes to issue circulating notes it must first 
purchase certain pre-war issues of United States Government 
bonds. The par value of these bonds must be equal to the vol- 
ume of notes which are to be issued, but the bonds commonly 
sell above par, due in some measure to the circulation privilege 
itself. Between 1921 and 1924 the average price of these bonds 
was approximately 104. That is, if the bank is to issue notes up 
to $100,000 it must first purchase $100,000 par value bonds at 
a cost of $104,000 and deposit these bonds with the Treasury 
Department. Furthermore, it must deposit with the Treasury 
$5,000 as a redemption fund. This $5,000 bears no interest and 
under the provisions of the Federal Reserve Act it no longer 
counts as part of the bank’s legal reserve against deposits. A 
total of $109,000 must then be paid out by the bank in order to 
acquire the privilege of issuing $100,000 in notes. An annual 
tax on these issues is also levied, amounting to from $500 to 
$1,000 each year. Expenses of engraving the notes is also as- 
sessed against the bank issuing the notes. Assuming that the 
notes can all be kept outstanding all the time the net income 
to the bank is as follows: ^ 


Interest on bonds $2,000 00 

Interest on loaned notes 6,000 00 

$8,000 00 

Deduct taxes and expenses. . . . 562 50 

Net income $7,437.50 


Since the bank must part with $109,000 in order to secure the 
privilege of issuing these notes the interest on this sum should be 
deducted from the net income shown above in order to deter- 
mine the relative profitableness of note issues and direct lending 
of the sum necessary to be tied up. The interest on $109,000 for 
one year at six per cent is $6,540. The difference between this 

^ See computation in Report of the Comptroller of the Currency for 1926, 
p. 170. 
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figure and the $7,437.50, or $897.50, represents the extra profits 
possible through issuing $100,000 of these notes, assuming that 
they can be kept outstanding at all times. Interest lost on notes 
which the bank has on hand from time to time must be deducted 
from this small profit. 

We are now in position to seek the elastic qualities in these 
bank note issues. In dull times, when there is little demand from 
its customers for accommodation, the bank is tempted to pur- 
chase these government bonds for the low rate of interest which 
they yield, and attempt to keep outstanding as many of the notes 
which they can issue on these bonds as possible. At such times 
there is a tendency for the currency to expand approximately 
by the amount of such increased issues. But in periods of de- 
pression there is less need for currency, not a greater need. In 
periods of prosperity, on the other hand, when a bank has diffi- 
culty in meeting the demands of its customers for loans, it is 
tempted to withdraw from the circulation its outstanding notes. 
By doing so it can actually increase the accommodation which 
it can extend to its customers, for it regains possession of the 
$109,000 with which it originally parted when issuing the notes, 
and this whole $109,000 can be loaned directly to its customers. 
In periods of prosperity, however, there is need for more hand-to- 
hand money, not less. We see, then, that to the extent that 
national bank notes have any degree of elasticity at all it is of 
that perverse kind which causes the issues to expand when it 
is to the interest of the public that they should contract, and 
to contract when they should expand. 

There is a possibility that these national bank notes will dis- 
appear from our circulation by 1930. The United States Gov- 
ernment bonds which secure them are callable in that year, and 
Secretary of the Treasury Mellon has announced that the gov- 
ernment will exercise its prerogative and retire them. It is to 
be hoped that the Treasury Department carries out this policy. 
The elimination of national bank notes will mark an important 
initial step toward the simplification of our heterogeneous hand- 
to-hand money. A further step in this direction, but one depend- 
ing upon Congressional action, would be the withdrawal of green- 
backs from circulation. They serve no good purpose and pro- 
vide a totally unnecessary and complicating element in our cir- 
culation. Furthermore, it is conceivable that in the stress of a- 
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great national crisis they might prove absolutely harmful, since 
they are credit obligations of the United States Government not 
fully covered by gold. 

C. GOLD CERTIFICATES 

Gold certificates circulate in our currency system in lieu of 
the gold coins which they represent. Each gold certificate states 
on its face that there has been deposited in the United States 
Treasury an equivalent sum of gold payable to the bearer on 
demand. The loss of the precious metal through the abrasion 
that results from constant handling is thus avoided and the 
public is at the same time furnished with a more convenient 
medium of exchange. Since the volume of gold in the United 
States Treasury does not fluctuate in accordance with changing 
business conditions it is apparent that the gold certificates like- 
wise are lacking in the quality of elasticity. 

D. SILVER CERTIFICATES 

As the name implies silver certificates correspond in every way 
to gold certificates except in the metal which secures them. A 
one-dollar silver certificate states, for instance, that there has 
been deposited in the United States Treasury one silver dollar, 
payable to the bearer on demand. But with the exception of a 
brief hiatus during the World War w^e have been on a full gold 
basis since 1900. And in order to be on a full gold basis one of 
the essential conditions is that all kinds of currency shall be 
convertible into gold at the option of the holder. The fact that 
silver certificates, therefore, are convertible into silver dollars 
adds nothing to their value. The essential requirement, and the 
one that actually prevails, is that they shall be convertible into 
gold. On July 1, 1927, the United States Treasury held over 
470,000,000 ^ of these silver dollars and it is apparent that they 
serve no useful purpose. The silver content in each dollar is 
worth considerably less than a dollar,^ however, so that a con- 

' Circulation statement of the Ignited States, July 1, 1927. 

* Taking: the country as a whole silver dollars have never been popular 
as hand-to-hand money. They are too bulky to suit the popular taste. 
Why, then, it migrht be asked, were they coined? 

Briefly it may be stated that the introduction of silver certificates and 
the retention of the greenbacks in our currency system have a common 
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siderable loss to the government is entailed in withdrawing the 
silver certificates and disposing of the silver in the silver dol- 
lars. In 1918 the price of silver rose to such heights that this 
metal could have been disposed of without loss, but the govern- 
ment failed to take advantage of this opportunity. It is to be 
hoped that some satisfactory means may yet be found for elimi- 
nating them from our currency system. Like gold certificates 
they lack the quality of elasticity and they possess none of the 
advantages of the gold certificates. 

Thus ends the roll-call of the principal kinds of common money 
in circulation prior to 1913. Greenbacks, gold certificates and 
silver certificates we have found to lack elasticity of any kind; 
national bank notes may fluctuate slightly in volume, but the 
fluctuations are usually in the wrong direction, it being to the 


source — the desire for cheap money. The thirty-year perfod following the 
close of the Civil War was one in which the general trend of prices was 
downward. The dollar was gradually increasing in value and this meant 
that the debtor class was required to pay back dollars having greater pur- 
chasing power than the dollars which they had borrowed. By inserting 
more dollars into the circulation the tendency of dollars to increase in value 
would be retarded. Hence the Greenback Party not only opposed the with- 
drawal of greenbacks from circulation but demanded that their volume be 
increased. 

While gold was thus rising in value the value of silver was declining. 
During these years the principal European nations demonetized silver and 
adopted the gold standard, thus increasing the supply of silver and cutting 
off an important element of demand. At the same time the supply was 
greatly augmented by the discovery and opening up of new mines. The 
market ratio between gold and silver changed from approximately 15 i to 1 
in 1800 to approximately 31J to I in 1890. With the price of silver falling 
we find the silver producers added to the cheap money enthusiasts. Largely 
because of the propaganda of the silver interests and other cheap money 
advocates Congress passed the Bland-Allison Act in 1878. It provided for 
the purchase by the government of not less than .$2,0(X),000 and not more 
than J$4,000,000 worth of silver each month. The silver thus purchased 
was to be coined into silver dollars at the rate of 412 grains of standard 
silver for each dollar. This artificial demand for silver was not sufficient 
to prevent a continued downward movement in the price, and this made 
it possible for the Treasury each year to buy an ever-increasing volume of 
silver within .the limits set by the Act and to coin still more silver dollars. 

Since it did not appear likely that the silver dollars themselves would 
circulate widely the Act provided for the issuance of silver certificates in 
denominations of $10 and upwards. This minimum was too large for them 
to remain in circulation and it was not until 1886 that Congress provided 
for silver certificates in denominations of $1, $2, and $5. Between 1880 
and 1891 the national bank note circulation declined over fifty per cent, 
and greenbacks were not issued in denominations of less than $5. For 
these reasons the silver certificates served to fill the need for bills of small 
denominations. 

Through the operation of the Sherman Act of 1890 additional silver dol- 
lars were coined but the major portion came through the earlier legislation. 
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interest of the banks to increase the circulation when the latter 
is already redundant, and to decrease the circulation when there 
is need for more common money. And since we have seen that 
the volume of bank money, i.e., deposit currency, is dependent 
upon the quantity of common money, because of the necessity 
for convertibility of the former into the latter, it must follow 
that bank money itself was lacking in its ability to respond 
adequately to the changing needs of business. 

E. ALDRICH-VREELAND ACT 

After the panic of 1907 it was felt that something had to be 
done which would at least provide for emergency elasticity. Ac- 
cordingly the Aldrich-Vreeland Act was passed under which the 
banks were given power, under a prescribed set of conditions, to 
issue as an emergency currency bank notes secured by state and 
municipal bonds and commercial paper at not more than 75% 
of the market value of such securities. The collateral which 
could be used for this purpose consisted of those earning assets 
which banks would normally be carrying in their investment 
accounts and loan portfolios, so that the additional currency 
which they might issue under the provisions of this act was ad- 
ditional currency for each individual bank concerned as well 
as for the banking system as a whole. The operation of the Act 
was limited to five years; it was intended merely as a tem- 
porary measure while an investigation should be made as to just 
what we should adopt as a more permanent system. For this 
investigation the Act provided for the appointment of a National 
Monetary Commission wdiich was to study the banking and 
monetary systems of other countries and make recommendations 
for the reform of our qwm financial machinery. The w’ork of 
this Commission was of the greatest importance. It made a 
thorough investigation of the banking systems of England, 
France, Germany and Canada and attempted on the basis of 
the information secured to formulate a plan which would make 
possible the elimination of many of the defects which have been 
discussed here. As a result of its labors ’a bill was introduced in 
Congress in January, 1912, which, had it been passed and the 
machinery provided for by it been set up, undoubtedly would 
have done much to alleviate the worst phases of financial panics. 
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Senator Aldrich was its sponsor and it came to be known as the 
“Aldrich Biir^ or the “Aldrich Plan.” 

1. The Aldrich Plan 

In view of the traditional opposition in this country to strong 
centralization of power it was not deemed expedient to try to 
get through Congress a measure providing for a central bank 
such as is common in other countries. It was hoped that many 
of the more important advantages inherent in a strong central 
bank might be achieved by what it was proposed to call a “Na- 
tional Reserve Association.” This was really to be a bank in 
disguise. The principal office was to be located in Washington 
and there were to be branches in the most important cities. 
These branches were to be the centralizing agency for their par- 
ticular regions. In addition to this there were to be local asso- 
ciations of banks. The National Reserve Association was to 
perform many of the functions of the European central banks. 
It was to hold and administer the reserves of the banks, redis- 
count for them their commercial paper, and to act as fiscal agent 
of the government. While the bill was intended to be non-parti- 
san the fact that control of the government at that time was 
divided between the two great parties lessened greatly whatever 
chance the bill otherwise might have had. General antagonism 
to the bill was engendered not only by the popular antipathy to 
Senator Aldrich but because it was widely felt that the bill pro- 
vided too great a degree of control to the banks themselves, and 
especially to the Wall Street banks. Whatever the cause, the 
bill failed of passage, and the burden of banking reform was 
passed on to the incoming Democratic administration. 

As soon as the election of 1912 was over Democratic leaders 
in Congress began working on a banking measure which would 
contain the good features of the Aldrich Bill and yet not be open 
to the same criticisms. It seems that they builded better than 
they knew and shortly after Congress was called into extra ses- 
sion by President Wilson in 1913 the Federal Reserve Bill was 
introduced. In steering the bill to final passage in December 
of that year numerous compromises were necessary. This, of 
course, was to be expected. But it is important to note that 
these compromises were not of a devitalizing nature, and the 
Act as placed on the statute books represents one of the 
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greatest single achievements ever recorded in financial leg- 
islation. 

The new Federal Reserve System began to function in a limited 
way in the fall of 1914. The European War had already broken 
out and within less than three years this country was actively to 
enter the fray. During these years it was found expedient to 
alter the Reserve Act in many important details. Some of these 
changes came as a result of experience in the functioning of the 
machinery as originally set up; other amendments were quite 
frankly war measures, most of which still remain in force. It 
is with the System as thus modified that we are interested, and 
to that we now turn our attention. 
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CHAPTER Vni 


THE FEDERAL RESERVE SYSTEM 

Even a casual reading of the preceding chapters should serve 
to impress one with the great difficulties in the way of those 
whose duty it was to devise legislation which would make pos- 
sible the setting up of a more scientific banking machinery and 
at the same time provide us with a currency possessing the neces- 
sary elastic qualities. With the failure of the Aldrich Bill this 
task fell to the lot of the Wilson Administration. The Demo- 
cratic Party is traditionally opposed by “Wall Street” and “Big 
Business.” The large financial interests are apt to view with 
suspicion whatever constructive legislation this party may spon- 
sor. To some degree this opposition in 1913 was an additional 
handicap on the efforts of the party in power. But in a larger 
sense it was helpful. Much of the opposition was merely of a 
partisan nature, as was to be expected; but no inconsiderable 
portion of it was intelligent, skillful, and to the point. And there 
can be little doubt that the resulting legislation was a better 
piece of work than would have been possible in the absence of 
critical opposition from the large financial and industrial in- 
terests. 


A. WHAT CHANGES WERE NEEDED 

It may be worth while to summarize here the principal ends 
which it was hoped new legislation might bring to reality: 

1. Currency 

It was necessary to provide an important element in our cir- 
culation which would , insure at all times a supply of common 
money adequate for the needs of expanding business and which 
would not become redundant at other times when business was 
contracting. 
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2. Collection and Exchange 

The roundabout methods in use for the collection of out-of- 
town checks were recognized to be unsound and economically 
wasteful. Machinery must be provided for the elimination of 
this evil. 

3. ReservEvS 

The mobilization of our reserves in such fashion that undue 
concentration at any one point would be prevented and at the 
same time the reserves made available to well-managed, solvent 
banks everywhere. It appeared necessary, too, to provide means 
for the protection of our gold reserves from even temporary dis- 
persion to other countries. 

4. Protection against Unwise Credit Expansion 

The achievement of these ends, it was felt, would go far to- 
wards insuring us against a repetition of the severe financial 
panics to which we had been subjected in the past. Thus our 
financial machinery might be expected to be at all times the 
servant of business rather than its master. 

The obvious method of attaining these desirable results was to 
provide for the organization of a central bank modeled after 
those in the principal European countries. This bank would 
hold at least a large portion of the primary reserves of the thou- 
sands of individual banks, and would have the power to issue 
circulating notes. But the Aldrich Bill failed of passage partly 
because its scheme provided, in its essentials, just such a bank. 
It was important, therefore, that whatever the plan which 
might be adopted it should at least appear to be very different 
from the Aldrich plan. This was true for two reasons. In the 
first place the Aldrich plan had never received popular support, 
and it would be merely inviting disaster to try to get a similar 
scheme through Congress. But even if the Aldrich plan had 
been popular it would not do for the Democratic Party to copy 
it. To gain any political prestige it was necessary to devise 
something which should be radically different in important 
respects. 

The years which have followed 1913 have demonstrated fairly 
conclusively the wisdom of the legislation as finally enacted. 
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In this chapter merely the outlines of the organization of the 
System are set forth and attention called to the means whereby 
objections to the Aldrich plan were avoided. The next chapter 
treats of the System in actual operation. 

B. ORGANIZATION AND CONTROL OF THE FEDERAL 
RESERVE BANKS 

The framers of the Federal Reserve Act avoided the popular 
objection to one all-powerful central bank by providing tliat the 
country should be divided into from eight to twelve districts 
with a central bank located in each district. These districts 
were to be known as ^‘Reserve Districts/^ and the bank in each 
was to be known as the Federal Reserve Bank of that district. 

The Act provided for an Organization Committee, whose duty 
it was to set up the machinery that had been provided for, and 
to carry out all details incidental to the organization of the new 
Reserve System. This committee was to be composed of the 
Secretary of the Treasury, the Secretary of Agriculture, and the 
Comptroller of the Currency. 

The first duties of this committee were to decide upon the ex- 
act number of districts, within the limits prescribed by the Act, 
to draw the boundaries of each district, and to choose the city 
within each district which should be the home of the reserve 
bank of that district. After much deliberation they finally 
divided the country into twelve districts, and arranged for re- 
serve banks to be located in Boston, New York City, Philadel- 
phia, Richmond, Atlanta, Cleveland, Chicago, St. Louis, Dallas, 
Kansas City, Minneapolis and San Francisco. 

1. Capital and Earnings 

The minimum capital for each reserve bank is fixed at 
$4,000,000 and is supplied by subscriptions to its stock by those 
banks in the district that arc members of the System. All 
national banks were required to become members or forfeit their 
national charters while state banks were given permission to 
enter the System if they cared to do so. Each member bank 
must subscribe for an amount of stock in its reserve bank equal 
to six per cent of its own capital and surplus. Only half of this 
amount has ever been called for and on the amount thus paid 
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in dividends may be paid at a rate not to exceed six per cent in 
case earnings of tlic reserve banks arc sufficient for this purpose. 
Earnings in excess of this dividend requirement are transferred 
to “Surplus account” until this account becomes 100% of the 
subscribed capital; after that, ten per cent of the earnings in 
excess of the dividend requirement are paid into the surplus fund 
and the remainder goes to the United States Government as a 
franchise tax. 

2. Management 

The management of each reserve bank is intrusted to a board 
of nine directors, each of whom holds office for three years. 
These directors must not be officers, directors or employees of 
any bank during the period served on the reserve bank direc- 
torate. Members of Congress are also ineligible for membership 
on these boards of directors. The members of the board are 
divided into three classes of three each: 

(1) Class A, chosen by the member banks as their direct rep- 
resentatives on the board. 

(2) Class B, also chosen by the member banks, must be ac- 
tively engaged at the time of their election in commerce, 
agriculture or some other industrial pursuit. 

(3) Class C, appointed by the Federal Reserve Board from 
among the residents of the district in whicli the reserve bank is 
located. At least one member of this class must be a practical 
banker. He serves as chairman of the board of directors and 
is the direct official representative of the Federal Reserve Board 
in the reserve bank, 

a. Democratic Control Assured 

In this connection it should be noted that one of the ol^jections 
to the Aldrich plan is partially overcome by the manner in which 
the Class A and Class B directors are chosen. In order to avoid 
undue influence in the management of the reserve banks on the 
part of the larger banks in each district, all the member banks 
of the district are divided into three groups. The larger banks 
of the district form one group, the smaller banks a second group, 
and banks of intermediate size a third group. Each of these 
groups elects one Class A director and one Class B. So far 
as the framework is concerned, therefore, democratic control is 
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assured. And since the banks elect six out of nine members of 
the board it is evident that the business of banking is left to 
bankers and not to politicians. 

C. THE FEDERAL RESERVE BOARD 

But a further objection to the Aldrich plan was that the 
measure of control which it provided for the federal government 
was negligible. It is evident that a nice adjustment was neces- 
sary. It was important to leave the actual business of banking 
to those who are best qualified to exercise that function — the 
bankers. We have seen that this was accomplished by permit- 
ting the banks to eleet two-thirds of the directorates of the 
reserve banks. If the defects of the national banking system 
were to be remedied, however, it was important that there be 
some control over the general policies of all the banks, and espe- 
cially that the twelve federal reserve banks should work in 
harmony and not at cross-purposes. To achieve these ends the 
Federal Reserve Board was provided for. 

This Board is composed of eight members. The Secretary of 
the Treasury and the Comptroller of the Currency arc ex officio 
members of the Board; the other six members are appointed by 
the President exclusively for this purpose. Not more than one 
of these appointive members shall be from any one federal re- 
serve district, and in making his appointments the President 
is required to have “due regard to a fair representation of the 
financial, agricultural, industrial and commercial interests and 
geographical divisions of the country.” The term of oflicc is 
ten years, so arranged that at least one term and not more than 
two shall expire every two years. This means, of course, that 
in any one presidential term not more than two or three places 
will normally become vacant. The appointive members of the 
Board are ineligible during the time they are in ofiBce and for 
two years thereafter to hold any office, position, or employment 
in any bank, except that this latter restriction does not apply 
to a member who has served the full term to which he was ap- 
pointed. Of the six persons thus appointed one shall be desig- 
nated by the President as governor and one as vice-governor of 
the Federal Reserve Board. 

The Federal Reserve Board has its oflSce in Washington and 
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is the agency through which the general activities of all the 
reserve banks are coordinated. Through the sweeping powers 
lodged with this Board the public exercises definite control over 
the broader policies of each of the reserve banks as well as con- 
siderable influence over the general policies of the member banks. 
We have already seen that the Board appoints three of the nine 
members of the board of directors of each reserve bank. One 
of these three is the Federal Reserve Agent, who also serves as 
chairman of the board of directors. It is through the channel 
thus provided that the bank and the Reserve Board are kept 
closely in touch with each other. The three Class C directors, 
being in the minority, cannot, of course, dictate the minute 
details of management inside the reserve bank; but their mere 
presence during the deliberations of the Board is assurance that 
the interests of the public may be effectively expressed. The 
real power of the Board is not intended to apply to the details 
of banking; quite properly these matters are determined by each 
reserve bank for itself. 

1. Powers of the Federal Reserve Board 

The more important powers of the Reserve Board may be 
grouped into two main divisions: those having to do with the 
soundness of the reserve banks themselves; those having to do 
with the more general relations of the banks to the public and 
to business conditions. Each of these divisions of powers is dis- 
cussed in the following paragraphs. 

a. Insuring Soundness of Reserve Banks 

Among those powers which enable the Reserve Board to ju- 
sure sound management of details in the reserve banks may be 
mentioned the following: 

(1) May suspend any oflBcers or directors. 

(2) May suspend or liquidate any reserve bank fur violating 
any of the provisions of the Act. 

(3) May examine the accounts of each reserve bank. 

(4) May require weekly statements of condition. 

(5) May require the writing off of doubtful or worthless assets. 

The first, second and fifth of these powers need not detain us. 

The officers and directors elected to date have been without 
exception men of unquestioned character and standing in their 
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respective communities. So long as this condition prevails — and 
there is no reason for supposing that it will not always do so — 
there is no occasion for exercising the first two powers. Doubtful 
or worthless items arc always written off even by good private 
bankers so it is not likely that the good bankers who arc run- 
ning the routine operations of the federal reserve banks would 
fail to do likewise. They have absolutely nothing to gain by 
trying to make their condition appear better than the facts 
warrant. If in the future mismanagement should by any chance 
make its way into the councils of the reserve banks we have 
the comforting assurance that the Reserve Board is empowered 
to correct the evil as soon as it is discovered. Such discovery 
would likely take place through the exercise of the third power. 
The accounts of each reserve bank are examined by representa- 
tives of the Reserve Board at least once each year, but in recent 
years this has become little more than a formality. 

The most important of this group of pow'ers is the righ to 
require weekly statements of condition from the reserve banks. 
The value of publicity in this connection can scarcely be over- 
estimated. "When secrecy prevails the mere absence of knowl- 
edge concerning the affairs of a bank may lead to an unw’ar- 
ranted lack of confidence in its soundness. In late years state 
and national laws alike have required all incorporated banks to 
publish balance sheets several times each year. The certainty 
that its actual condition must be able successfully to meet this 
pitiless light of publicity furnishes an additional incentive to 
each banker to see that liis house is in order. If this is true of 
the individual bank it is all the more true of the federal reserve 
banks — ^the bankers’ banks. These banks hold and are respon- 
sible for the ultimate reserves of the entire banking system. 
Upon their solvency the solvency of all the other banks depends. 
Upon the foundation of their reserves the entire credit structure 
is reared. Hence a full knowledge of the actual condition of 
these central banks is essential to the preservation of sound 
credit conditions and that confidence which is the bedrock of 
our capitalistic credit society. 

Accordingly each week the different reserve banks publish a 
summarized statement of their condition. The Federal Reserve 
Board combines these figures and publishes simultaneously a 
consolidated statement for the twelve banks. These statements 
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COMBINED STATEMENT OF FEDERAL RESERVE BANKS 


(000 omitted) 

Resources Dec. 28,10^ Dec. 29, 1926 

Gold with federal reserve agents 11,469,255 11,369,124 

“ redemption funds with U. S. Treasury. . 54,681 65,712 

" held exclusively against F. R. notes 1,523,936 1,434,836 

settlement fund with F. R. Board 595,110 658,330 

and gold certificates on hand 620,054 721,645 

Total gold reserves 2,739,100 2,814,811 

Reserves other than gold 123,096 129,404 

Total reserves 2,862,196 2,944,215 

Non-reserve cash 69,647 68,348 

Bills discounted: 

Sec. by U. S. Govt, obligations 411,824 383,388 

Other bills discounted 197,385 327,543 

Total bills discounted 609,209 710,931 

Bills bought in the open market 385,527 378,798 

U. S. Govt, securities: 

Bonds 287,746 47,525 

Treasury notes 62,531 86,279 

Certificates of indebtedness 252,849 183,400 

Total U. S. Govt, securities 603,126 317,204 

Other securities 980 2,596 

Total bills and securities 1,598,842 1,409,529 

Due from foreign banks 568 651 

Uncollected items 728,018 728,043 

Bank premises 60,185 60,273 

All other resources 14,383 13,074 

Total resources 5,333,839 5,224,133 

Liabilities 

Federal reserve notes in actual circulation... 1,813,198 1,857,015 

Deposits : 

Member banks — reserve account 2,431,845 2,264,144 

Government 16,680 38,579 

Other deposits 24,751 43,015 

Total deposits 2,173,276 2,315,738 

Deferred availability items 666,322 650,096 

Capital paid in 132,460 124,824 

Surplus 228,775 220,310 

All other liabilities 19,808 26,150 

Total liabilities 5,333,839 5,224,133 

Ratio of total reserves to deposit and federal 

reserve note liability combined 66.87% 70.1% 

Contingent liability on bills purchased for 
foreign correspondents 226,904 55,857 
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are looked forward to each week by the banking and business 
community for some additional light as to current credit con- 
ditions. This combined statement for December 28, 1927, is 
given on preceding page. 

As a further means of assisting the business world to keep 
in touch with financial and credit conditions the Federal Reserve 
Board receives each week from over six hundred and fifty of 
the most important banks in the leading cities of the country 
a statement covering their principal resources and liabilities. 
This information is furnished voluntarily by these banks, since 
the Reserve Board has no power to compel such reports. After 
they are received these figures are combined and published in 
conjunction with the consolidated balance sheet of tlie reserve 
banks. The statement of these reporting member banks for De- 
cember 28, 1927, is given below. 

STATEMENT OF REPORTING MEMBER BANKS 

Principal Resources and Liabilities in Leading Cities 


December 28, 1927 
Number of Reporting Banks, 657 
(000 omitted) 

Loans and Discounts 

Secured by U. S. Govt, obligations $ 128,253 

Secured by stocks and bonds 6,587,067 

All other loans and discounts 8,718,028 

Total loans and discounts 15,433,348 

Investments 

U. S. Govt, obligations $ 2,804,368 

Other bonds, stocks and securities 3,581,919 

Total investments 6,386,287 

Total loans and investments 21,819,635 

Reserve balances with federal reserve banks 1,813,143 

Cash in vault 317,835 

Net demand deposits 13,786,153 

Time deposits 6,516,076 

Government deposits 192,020 

Due from banks 1,216,900 

Due to banks 3,566,544 

Bills payable and rediscounts with federal reserve banks; 

Secured by U. S. Govt, obligations 328,668 

All others 134,444 

Total borrowing from federal reserve banks 463,112 
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b. Controlling Credit Policies 

Assuming the soundness of each of the reserve banks from a 
banking standpoint the second group of powers which the Fed- 
eral Reserve Board may exercise is of the greatest importance 
to students and to the general public. The most significant of 
these powers are the following: 

(1) General supervision over advances to member banks. In 
the exercise of this power the Board must determine, within the 
meaning of the Act, the kinds of paper upon which the member 
banks may secure accommodation at the reserve banks. By the 
exercise of this power it is clear that the Board wields consid- 
erable control over the character of the loans of the member 
banks as well as of the reserve banks. 

(2) It may require one reserve bank to rediscount the paper 
held by another reserve bank. Many bankers consider this the 
most important single power conferred upon the Reserve Board, 
since it makes possible the equalization of reserves throughout 
the country and consequently no section of the country need be 
deprived of adequate banking accommodation so long as other 
sections of the country have unused banking facilities. 

(3) Open market operations of the reserve banks are super- 
vised and synchronized by the Reserve Board. 

(4) The Board’js approval is required for changes in discount 
rates. It is doubtful if the Board has power to initiate changes 
yet, in one instance in 1927, it did so, in spite of violent protest 
from the affected district. 

The mere enumeration of these items makes evident the tre- 
mendous power lodged in the hands of the Reserve Board. This 
power has at once been one of the chief assets of the System 
and the principal point of attack by those who are distrustful 
of such concentration of power. It is argued that even though 
it be wisely used such sweeping power in the hands of any 
small group of men is not in harmony with our democratic 
ideals. 


D. FEDERAL ADVISORY COUNCIL 

In order to insure that the great power lodged with the Reserve 
Board should not by any chance be exercised in ignorance of the 
views of representative practical bankers throughout the coun- 
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try, the Act set up an advisory board. Each reserve district 
elects one of its prominent bankers to membership in the Coun- 
cil. It must meet with the Reserve Board at least four times 
each year. Its functions are purely advisory — the Reserve Board 
is at liberty to reject any or all of its recommendations. It 
should not on this account be dismissed as unimportant, since 
it insures that in its deliberations the Board necessarily has the 
advice of the leading men in the field of practical banking. 

E. THE FEDERAL RESERVE BANKS 

The twelve federal reserve banks are bankers^ banks, their 
business being almost exclusively with banks and bankers. The 
principal functions of these reserve banks are: 

(1) To hold the required legal reserves of the member banks 

(2) To make advances to member banks 

(a) By rediscounting customers^ notes held by the latter 

(b) By discounting the member banks^ own notes se- 
cured by certain specified kinds of collateral 

(3) To serve as a collection and clearing agency for all mem- 
ber banks 

(4) To buy and sell in the open market 

(a) Cable transfers, bankers^ acceptances and eligible 
bills of exchange 

(b) Gold coin and bullion, at home or abroad 

(c) Bonds and notes of the United States Government 

(d) Municipal warrants 

(e) Acceptances of the Federal Intermediate Credit 
banks and of National Agricultural Credit corpora- 
tions 

The operation of the reserve banks in the exercise of these 
functions is discussed in the succeeding chapter. The intention 
here is merely to give the framework of the system in outline 
form. Before passing on to a discussion of the operation of the 
System it is perhaps worth while to note that, viewed in the 
large, the System is so designed as to bring to bear upon impor- 
tant questions of policy both national and local points of view, 
and that both public and private interests are adequately safe- 
guarded. The members of the Federal Reserve Board are ap- 
pointed by the President ‘^by and with the advice and consent 
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of the Senate/^ They represent the agricultural, commercial and 
industrial interests of the country as well as the financial. Fur- 
thermore, there may not be more than one member at a time 
from any one federal reserve district so that most of the im- 
portant sections are sure to have a representative on the Board. 
It seems reasonable to assume that the aim of the Board will 
be to adopt such policies as are likely to inure to the welfare of 
the country as a whole. 

The jurisdiction of the Board, however, is confined mainly to 
questions of general policy. Within the meaning of the Act ,the 
Board determines the kinds of paper which are eligible for redis- 
count at the reserve banks. These regulations of the Board must 
be consistent, of course, with the Act itself; in performing this 
function it may be considered, therefore, as merely interpreting 
the necessarily general provisions of the Act and making them 
applicable to specific cases. The discount rates charged by the 
reserve banks, their employment of funds in the open market, 
and the rediscounting by one reserve bank for another, are all 
matters of general policy and it seems wise to have them super- 
vised by a body which may reasonably be expected to represent 
the national viewpoint. 

Possibly there is some validity in the exception sometimes 
taken to the statement that the Reserve System leaves the busi- 
ness of banking to bankers. The basis for this exception lies 
in the power of the Reserve Board over the rates which the 
reserve banks may charge. It is pointed out by the objectors 
that a private banker would scarcely consider he had much con- 
trol over his own business unless he could determine for himself 
the rate charged. In small communities having only one bank 
it may be that the banker has considerable power over the rate 
on advances to customers. Even here, however, he does not 
have a free hand. It is no uncommon occurrence to find coun- 
try banks lending their funds season after season and year after 
year at the same rate, regardless of general financial conditions. 
If the bank lends at all it lends at the rate which custom dic- 
tates. But in the larger centers, where competitive conditions 
prevail, each banker lends at the going rate and over that rate 
he has little control. He may refuse any particular request for 
accommodation, of course, either because he is not satisfied with 
the risk or because he is unwilling to lend at the current rate. 
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With a reserve bank competition is inoperative. Any particu- 
lar request for accommodation may be refused if the risk is un- 
satisfactory, just as with a private bank. If an advance is to 
be made at all, however, it must be made at a rate which is 
approved by the Reserve Board, which approval serves in lieu of 
the competitive conditions under which the private banker oper- 
ates. The basis for the decisions on rates by the Reserve Board 
is discussed in Chapter XVII, on the Regulation of Credit. At 
this point suffice it to say that the discount policy adopted by 
the Board is influenced partially at least by general credit con- 
ditions in the country as a whole and is, therefore, not entirely 
divorced from the competitive conditions which the private 
banker must meet. 

The conclusion seems inevitable that national welfare is prop- 
erly safeguarded by the machinery set up under the provisions 
of the Reserve Act. But local interests are also protected. Sub- 
ject to the general regulations of the Reserve Board the reserve 
banks carry on the details of central banknig in their respective 
districts. And the manner in which the business is conducted 
must of necessity be satisfactory to the banks of the district 
since they elect six of the nine members of the district bank’s 
directorate. Furthermore, through the Federal Advisory Coun- 
cil, which is composed exclusively of bankers elected by the 
banks themselves, and through the governors of the regional 
banks, each one of whom is likewise a practical banker, the opin- 
ions of the local bankers about questions of general policy find 
expression before the Reserve Board. The Board is thus able 
to keep in touch with current banking opinion with respect to 
those general policies which come under its jurisdiction. Provi- 
sion is thus made for the protection of both local and national 
interests. Where these interests conflict with each other tem- 
porarily the opinion of men of many different occupations, but 
weighted somewhat with practical banking judgment, is brought 
to bear on the problem of adjudication. 
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CHAPTER IX 

OPERATIONS OF THE FEDERAL RESERVE SYSTEM 

An adequate understanding of the operations of the Federal 
Reserve System can be obtained only by a realization of the 
changes it has wrought in the operations of the member banks 
themselves. As a matter of fact our chief interest in the System 
lies in its effects upon the individual banks and their relation- 
ships with the general public. It has been found, for instance, 
that certain powers may now safely be granted to national banks 
which were formerly denied them, and in at least one important 
respect the severity of the earlier restrictions has been lightened. 
One of the new powers gained by national banks is the right 
to grant acceptance credits. This subject is reserved for later 
discussion. A second new power is the right accorded to national 
banks to enter the trust field. 

A. FIDUCIARY POWERS GRANTED NATIONAL BANKS 

The tendency in modern financial institutions has been for 
many years towards the department store idea, — ^to furnish to 
each customer all the services which he may require from any 
kind of financial institution. Since the relationship between 
financial institutions and their patrons must of necessity be a 
close one because the banker must have intimate knowledge of 
the financial position of his customers, this growing tendency 
for a single institution to offer all kinds of financial services is 
very desirable from the standpoint of the customer. The fewer 
outsiders who are intimately acquainted with the details of his 
business the better he likes it. There may be, it is true, some 
danger of loss of efficiency through lack of specialization in the 
smaller institutions. In the larger banks, however, each financial 
field has its own specialists. This is especially true since trust 
companies have entered the field of commercial banking and sav- 
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ings banking and the commercial and savings banks offer their 
services in the trust field. 

The Federal Reserve Act grants to national banks the same 
powers which the various states grant to state commercial banks 
in the trust field. They are permitted to act as trustee, executor, 
administrator, registrar of stocks and bonds, guardian of estates, 
receiver, and in various other fiduciary capacities. National 
banks are required to segregate all assets held in a fiduciary 
capacity from the general assets of the bank and arc required 
to keep separate sets of books and records. In accordance with 
the privilege thus granted a great many national banks have set 
up trust departments. 

B. THE REDISCOUNT PRIVILEGE 

A second important power obtained by member banks is the 
right to discount paper at the reserve banks. In Chapter VI 
we saw that, prior to 1914, when the reserves of the individual 
bank became depleted they could be replenished only at the ex- 
pense of some other bank. In periods of great prosperity the 
demand for accommodation from the different banks became so 
great that the reserves of all the banks were apt to become de- 
pleted. It then became necessary for each bank to hoard its own 
reserves since at such times the liquidation of its earning assets 
became impossible except at great sacrifice and borrowing from 
other banks was out of the question. The reserves could not 
only not be increased but being scattered through 30,000 ^ banks 
they were utilized inefficiently. The Federal Reserve System 
has changed all that. The reserves which are required by law 
arc now mobilized for they must be kept at the federal reserve 
bank. In other words each bank maintains a free balance at 
the federal reserve bank of its district equal to a certain definitely 
stated percentage of its net demand deposits. This balance is 
built up and maintained in exactly the same way that the com- 
mercial house maintains its balance with the member bank, 
namely, by deposits of currency and checks on other banks, and, 
when the need arises, by borrowing and having its account 
credited with the proceeds. The legal reserves of the member 

'The number of banks later decreased to approximately 28,000. See p. 
241. 
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banks thus constitute the deposit liabilities of the reserve banks. 
Against such deposit liabilities the law requires that the reserve 
banks maintain reserves in gold or lav/ful money equal to thirty- 
five per cent. The remaining sixty-five per cent constitutes a 
large fund which is available for use by the reserve banks in 
extending accommodation to the member banks when the re- 
serves of the latter become depleted. It is always possible, 
therefore, for a member bank whose condition is sound and whose 
advances to its customers arc of the short-time self-liquidating 
nature specified in the Act, to replenish its reserves by having 
recourse to the reserve bank of its district. 

1. Paper Eligible for Rediscount 

It was pointed out in Chapter III that one of the most im- 
portant functions of the modern commercial bank is to furnish 
short-time working capital to the business world. It is usually 
considered essential that advances made by the commercial bank 
shall have on the average early maturities. Since its liabilities 
are demand liabilities it is patently unsound for these banks to 
employ any large portion of their funds in long-time loans for 
investment or fixed capital purposes. In defining the character 
of the paper which shall be eligible for rediscount at the reserve 
banks the Federal Reserve Act necessarily had to speak in 
general terms, but it loft with the Federal Reserve Board power 
to determine or define the character of the paper thus made 
eligible for rediscount. Section Thirteen of the Act specifics 
that customers^ paper, consisting of notes, drafts and bills of 
exchange shall be eligible for rediscount if the proceeds haw 
been or are to be used for agricultural, industrial or commercial 
purposes. At the time such paper is rediscount c'd agricultural 
paper must have a maturity not to exceed nine months; all other 
kinds of customers’ paper, in order to be eligible at the reserve 
banks, must have a maturity not to exceed three months. The 
notes of industrial and commercial customers normally run for 
longer periods than three months, the most common maturities 
being from four to six months. It will be noted that such paper 
is not ineligible for rediscounting at the reserve banks provided 
the proceeds have been or are to be used for one of the purposes 
specified in the Act. The member bank w^hich has advanced 
funds to its customers on such paper must hold it, however, un- 
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til such time as the maturity shall be not more than three 
months distant. It then becomes eligible for rediscount at the 
reserve banks. 

The ability which is thus assured to the member bank of 
transforming a large portion of its earning assets into reserve 
funds to meet the further demands of its customers is of far- 
reaching importance. It is to the interest of banks, of course, to 
keep their funds at work, to keep their primary reserves or non- 
earning assets at the lowest point which is consistent with safety. 
It has already been noted that, due to the impossibility of liqui- 
dating earning assets, it was formerly necessary for banks to 
maintain large primary reserves. Even then their position was 
far from impregnable since their demand liabilities exceeded 
so greatly their reserves and the reserves could be increased 
only at the expense of the reserves of other banks also supplying 
the needs of the public for working capital purposes. With the 
assurance that they can increase their primary reserves by re- 
discounting eligible customers^ paper at the reserve banks smaller 
reserves are needed. The need for smaller reserves is recognized 
by the Act by specifying smaller legal reserves for member banks, 
as we shall see later. Furthermore the kinds of paper which are 
eligible for rediscount become particularly desirable in the eyes 
of the bankers, who are thereby encouraged to employ their 
funds for short-time advances to commerce and industry and 
this is the fundamental purpose for which commercial banking 
funds should be used. 

There are other means, however, by which the member banks 
may secure reserve bank accommodation. The clerical effort 
involved both in the member bank and at the reserve bank in 
discounting a large number of separate customers^ notes is con- 
siderable. Furthermore the reserve bank funds may be needed 
for a very short space of time. Member banks are, therefore, 
permitted to borrow from the reserve banks on their own notes 
when secured by government bonds or any kind of paper which 
the reserve banks are permitted by law to hold. Instead of re- 
discounting their customers’ paper the member banks may dis- 
count their own notes and put up as collateral the identical notes 
of their customers which otherwise they would be required to 
rediscount. This makes the mechanics of securing reserve bank 
accommodation much easier; the burden is still further light- 
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ened when government bonds from the bank’s own investment ac- 
count are used for collateral. In securing these direct advances 
from the reserve banks on their own notes, however, the ma- 
turity must not be greater than fifteen days, and renewals are 
not permitted. The reasonableness of limiting the maturity of 
such notes to fifteen days is apparent when we remember that 
one of the principal reasons for granting the privilege of direct 
advances is because the accommodation is frequently required 
for a short period of time and it seemed desirable to facilitate 
the process as much as possible. While no renewals arc allowed 
it is easy enough for the bank to pay off one fifteen day note out 
of the proceeds of a new note for a similar or shorter maturity. 

a. Peculiar Credit Needs of Agriculture Recognized 

In defining the character of eligible paper recognition has been 
given to the needs of agriculture in a number of ways. Where 
the proceeds of the paper has been or is to be used for the short 
time puri)oses of agriculture the maturity may be a maximum of 
nine months instead of three. In this way the Reserve System 
takes cognizance of the fact that in agriculture there is commonly 
a greater spread between the outlay by the farmer and the re- 
ceipt of income from the sale of his products than is the case in 
the fields of industry and commerce. Along the same line the 
Act permits tlie reserve banks to purchase or discount bills of 
exchange payable at sight or on demand when drawn to finance 
the domestic shipment of non-perishable, readily marketable 
staple agricultural products and vrhich are secured by bills of 
lading or other shipping documents conveying or securing title 
to such staples, but no such bill shall be held by a reserve bank 
for a period longer than ninety days. Acceptances drawn for an 
agricultural purpose may be discounted by the reserve banks 
with a maturity of six months; acceptances drawn for all other 
purposes are limited to ninety days’ duration. 

C. THE EASING OF LEGAL RESERVE REQUIREMENTS 
FOR NATIONAL BANKS 

Since a large portion of the earning assets of the typical com- 
mercial bank had become more liquid through the ease with 
which they could be transformed into reserve funds at the reserve 
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banks, it seemed safe and reasonable to decrease the reserves 
which the law required banks to maintain. The Federal Reserve 
Act does not undertake to dictate to the banks as to the minimum 
of cash which they shall carry in their own vaults; this is a mat- 
ter which is left entirely to the discretion of the individual banks. 
They are still permitted to carry balances with banks in reserve 
and central reserve cities but such balances constitute no part 
of their legal reserves. For various reasons banks continue to 
carry balances of considerable magnitude with other banks, espe- 
cially in New York. But at least one incentive for such balances 
is removed by their inability longer to count them as a part of 
their legal reserves. As we have already seen these legal re- 
serves are maintained in the form of free balances with the 
federal reserve banks, and the percentages against net demand 
deposits which are required are as follows: 

Banks located in central reserve cities, 13% 

“ in reserve cities, 10% 

“ “ elsewhere (country banks) 7% 

For the first time the law recognized the difference in the 
quality of demand deposits and time deposits. Time deposits 
are defined as those deposits which are not payable within thirty 
days. Against such deposits the banks are required in all three 
classes of cities to maintain reserves of only three per cent. Since 
savings accounts fall within this classification, and since a vast 
majority of commercial banks had gradually adopted the prac- 
tice of handling savings accounts, this represented a substantial 
reduction in the required reserves. While the practice is almost 
universal of paying savings deposits on demand the bank is 
within its contractual rights if it demands notice of withdrawal. 
Even though this notice is not commonly required the turnover 
of such deposits is, from the very nature of the case, very slug- 
gish as compared with demand deposits. 

The question has frequently been discussed as to whether the 
very substantial reductions in reserve percentages represented 
any real reduction in required reserves. For various purposes 
banks still have to maintain balances with banks in the financial 
centers, and such balances no longer count as part of the legal 
reserve. Like^v^ise the cash in vault, which usually amounts to 
from one to five per cent of the net demand deposits, can no 
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longer be counted as part of the required reserve. For country 
banks possibly no real reduction was brought about; but for 
banks located in reserve and central reserve cities tiicrc is no 
doubt that the requirements have been considerably lightened.^ 

Incidental reference has already been made to the practice of 
commercial banks of accepting savings accounts. In doing so 
of course they were coming into direct competition with savings 
banks. So far as national banks arc concerned, however, the 
advantage was all with the savings banks because of the high 
reserves national banks had been required to maintain against 
all their deposits, whether demand or time. Furthermore na- 
tional banks were not permitted to make loans on the security 
of real estate — one of the principal forms of investment for sav- 
ings banks and one which yields a high rate of return. When the 
Federal Reserve Act recognized savings accounts in national 
banks it recognized also the corollary proi)Osition: real estate 
is a natural form of investment for savings funds. The Act^ 
therefore permits national banks to make loans on the security 
of improved and unencumbered farm land and urban real estate 
provided the total volume of such loans docs not exceed one- 
half of the savings deposits or one-fourth of the combined capi- 
tal and surplus. The land which serves as security for such 
loans must have an actual value equal to at least twice the 
amount of the loan and must be located in the same federal 
reserve district as the bank granting the loan, or, irrcs])cctive 
of district lines, not over one hundred miles distant from the 
lending bank. The maximum length of maturity of such loans 
is five years. 

1. Are Savings Deposits in National Banks Adequately 

Protected? 

Some question exists as to whether the Act provides adequate 
protection for savings depositors in national banks. It does not 
require any segregation of assets as between savings deposits 
and commercial deposits. Many state laws require such segre- 
gation for their banks which do both a savings and a commercial 
business. And in addition to this the investment of the savings 
funds is as narrowly restricted as it is for those institutions doing 

' See appendix E. 

’As amended by the McFadden Act, discussed in Chapter XVIII. 
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only a savings business. High grad'' bonds, adequately secured, 
and real estate mortgages are the principal assets for which such 
funds are used. Unsecured short time loans are definitely pro- 
hibited. This appears to be sound practice. Savings funds come 
principally from the small savings of individuals and it is espe- 
cially important that the strongest safeguards possible be used 
in their protection. But under the Reserve Act national banks 
may use such funds for the identical purposes to which they put 
their commercial funds. Since commercial deposits are payable 
on demand the bank must meet whatever demands are made if 
it is to remain a going concern. If in difficulties it might still 
continue to pay its commercial depositors and resort to its con- 
tractual right to require advance notice from savings depositors. 
Before savings depositors acquire the right to demand payment, 
therefore, the assets might have been largely diverted to paying 
demand accounts. In other words the savings depositors stand 
to lose more than the commercial depositors. This is contrary 
to all the canons of sound banking. 

Everyone will admit that it is desirable to give the savings 
depositors more protection than commercial depositors rather 
than less. To achieve this object two changes are necessary in 
the Federal Reserve law. The first would require a segregation 
of savings funds from commercial funds, and the second would 
limit within a very narrow field the investments made with such 
funds. 

D. FEDERAL RESERVE COLLECTION SYSTEM 

Still another power which came to the individual bank through 
the operation of the new system is the right to collect items 
through the reserve banks’ collection system. Each federal re- 
serve bank serves as a clearing house for the banks of its district. 
It is required to receive from each bank at par checks and ma- 
turing collection items payable by or through any member bank 
in the district. Thus a bank in Milwaukee receiving items drawn 
on a bank in Indianapolis dispatches such items for collection 
to the federal reserve bank in Chicago and receives credit for 
such deposit in its “Collection account” (not “Reserve account”). 
The Chicago Federal Reserve Bank forwards such items to the 
Indianapolis bank and upon receipt of remittance — ^which must 
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be without exchange deduction — from the Indianapolis bank it 
transfers the amount from the ‘‘Collection account^' to the “Re- 
serve account” of the Milwaukee bank. The items thus go by 
the most direct route and are collected at par. The reserve banks 
are permitted to make charges against their member banks suffi- 
cient to cover the cost of this service but so far no such charge 
has been exacted. 

In the course of its ordinary business, however, the Milwaukee 
bank will receive on deposit from its customers checks drawn on 
banks located outside the Chicago Federal Reserve District. 
These may also be collected through the reserve collection sys- 
tem. If sent to the Chicago Federal Reserve Bank the latter at 
once forwards the items to the federal reserve bank of the district 
in which the bank is located against which the checks arc drawn. 
Suppose, for instance, the check is drawn against a bank located 
in Norfolk, Virginia. The Chicago Reserve Bank forwards the 
item to the reserve bank at Richmond, the latter forwards it 
to the bank against which it is drawn in Norfolk and receives 
remittance for it at par. On that same day the Milwaukee bank 
receives credit for the item in its reserve account. This is made 
possible through the operations of the Gold Settlement Fund. 

1. Gold Settlement Fund 

The Reserve Act provided that the Federal Reserve Board 
might, at its discretion, act as a clearing house for the federal 
reserve banks. In 1915 the Reserve Board proceeded to exercise 
this function by requiring each reserve bank to deposit with the 
Treasury Department $1,000,000 plus the net amount of its in- 
debtedness to all other reserve banks. This was the beginning 
of the Gold Settlement Fund. On December 28, 1927, this fund 
contained approximately $595,000,000 belonging to the reserve 
banks. Through this fund the indebtedness of the reserve banks 
to each other is cleared daily. Each day each reserve bank wires 
the Reserve Board the amount due from it to each of the other 
reserve banks. Upon receipt of all these telegrams the Board 
offsets the credits of each bank against all the others against 
the debits of all the other banks against it and thus arrives at a 
net debit or credit figure for each reserve bank. This figure is 
telegraphed to each bank the following morning. Upon receipt 
of such telegram from the Reserve Board each reserve bank 
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knows the amount with which its account with the Gold Settle- 
ment Fund has been debited or credited and since the balance 
of its account with the Gold Settlement Fund is a part of its 
legal reserves it is in position to ascertain its total reserves each 
morning. It is of the utmost importance to note that the clear- 
ing of the claims of each federal reserve bank against all the 
other reserve banks through the Gold Settlement Fund and the 
wiring of results of such clearing daily in effect eliminates the 
time necessary for remittances for collected items to be returned. 
In the example above the Chicago Federal Reserve Bank receives 
remittance for the Norfolk check it was collecting for the Mil- 
waukee bank on the same day that the Richmond bank receives 
remittance, since this remittance is included in the total figure 
of amounts due from it to each of the other reserve banks which 
the Richmond Reserve Bank wires to the Federal Reserve Board 
each day. Upon receipt of this telegram from the Richmond 
Reserve Bank the amount of the Norfolk check is included in 
the credits to the Chicago Federal Reserve Bank and thus be- 
comes a part of the latter^s legal reserve. For all practical pur- 
poses it may then be said to be collected and no further time is 
lost in the collection process for the remittance to be mailed 
to the Chicago Reserve Bank. Furthermore, as soon as it has 
been added to the reserve of the Chicago Reserve Bank with 
the Gold Settlement Fund the Chicago Reserve Bank is in posi- 
tion to add it to the reserve of the Milwaukee bank with it. The 
average time required to collect items drawn on distant places 
is thus greatly reduced not only because they may now be sent 
by the most direct route but because a large portion of time 
formerly required for the remittance to get back is eliminated 
by the telegraphic clearing through the Gold Settlement Fund. 

Some idea of the magnitude of the operations of the reserve 
banks and the constant increase in the volume of work handled 
by the principal operating departments may be obtained from 
the table ^ at the top of the opposite page. 

Mention is made elsewhere of the manner in which the earn- 
ings of the reserve banks are distributed and of the importance 
of permitting these banks to earn enough to cover their operat- 
ing expenses and dividend requirements. That they were able 
to do this in 1926 is evident from the table opposite. 

* Thirteenth Annual Report of the Federal Reserve Board, pp. 20 and 21. 



VOLUME OF OPERATIONS IN PRINCIPAL DEPARTMENTS 


Number of Pieces Handled 1926 

Bills discounted: 

Applications . . . 123,000 

Notes discounted 506,000 

Bills purchas('d in open 
market for own ac- 
count 232,000 

Currency received and 

counted 2,099,605,000 

Coin received and 

counted 2,590,057,000 

Checks handled 822,907,000 

Collection items handled : 

U. S. Govt, cou- 
pons paid .... 39,678,000 

All other 5,595,000 

Transfers of funds.... 1,710,000 
Amounts Handled 

Bills discounted 37,682,137 

Bills purchased in open 
market for own ac- 
count 3,353,326 

Currency received and 

counted 12,584,960 

Coin received and 

counted 609,359 

Checks handled 272,945,160 

Collection it einshandled : 

U. S. Govt, cou- 
pons paid .... 644,273 

All other 6,219,361 

Transfers of funds .... 120,909,439 


1926 

1924 

im 

116,000 

129,000 

168,000 

475,000 

583,000 

782,000 

201,000 

143,000 

179,000 

,947,419,000 

1^8^79,000 1,722,877,000 

1,329,014,000 

2,186,737,000 

2,076,075,000 

778,686,000 

742,878,000 

597,502,000 

44,174,000 

50,471,000 

64,662,000 

5,467,000 

6,113,000 

5,732,000 

1.566,000 

1,503,000 

1,413,000 

(000 omitted) 


32,562,620 

15,419,155 

38,379,926 

2,961,170 

2,172,142 

2,547,010 

11,556,980 

10,777,306 

10,306,411 

467,732 

293,924 

308,051 

258,611,276 

219,832,179 

207,719,529 

680,921 

719,178 

761,731 

6,116,958 

5,509,093 

5,900,520 

109,430,683 

98,359,028 

78,867,108 


FINANCIAL RESULTS OF OPERATIONS OF RESERVE BANKS 

DURING 1926" „ 

Franchise 


Federal Reserve Gross Net Dividends Transferred Tax to 

Banks Earnings Earnings Paid to Surplus U.S. 

Boston $ 3,319,077 $ 1,156,873 $ 525,023 $ 585,888 S 45,962 

New York 10,600,968 3,749,748 2,100,191 1,649,557 

Philadelphia ... 3,626,648 1,533,733 730,598 803,135 

Cleveland 4,517,884 1,660,762 808,505 852,257 

Richmond 2,429,017 727,645 363,957 279,216 84,472 

Atlanta 3,045,867 1,228,327 296,573 931,754 ...... 

Chicago 6,567,043 2,253,923 985,959 1,267,964 

St. Louis 2,511,509 683,022 314,420 368,602 

Minneapolis .... 1,622,333 448,033 187,609 20,043 234,381 

Kansas City ... 2,677,340 756,469 252,764 50,370 453,335 

Dallas 2,127,049 857,211 257,502 599,709 

San Francisco... 4,554,860 1,555,999 506,068 1,049,931 

$47,599,595 $16,611,745 $7,329,169 $8,464,426 $818,150 


" Thirteenth Annual Report of the Federal Reserve Hoards p. 22. 
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E. INTERRELATIONS OF THE RESERVE BANKS 

Reference was made above to the provision in the Reserve Act 
which gives the Reserve Board power to compel one reserve bank 
to come to the assistance of other reserve banks. It is entirely 
possible that the demand of member banks in one district may 
be so heavy that the reserve bank in that district may find its 
reserves down to the legal minimum while other reserve banks 
may have excess reserves. The reserve bank that needs assist- 
ance may then rediscount with one or more of the other reserve 
banks some of the paper which it has received from the member 
banks in its own district. So long as there are surplus reserves 
in any of the reserve banks it is evident, therefore, that such 
surplus is at the disposal of other reserve banks through the 
intermediation of the Federal Reserve Board. In each district 
the legal reserves of the member banks are pooled with the re- 
serve bank of that district; through this rediscounting process 
among the reserve banks themselves the legal reserves of the en- 
tire country are effectively pooled. Thus are remedied the evils 
flowing from scattered reserves and at the same time we secure 
the good effects which may be expected to come from equaliza- 
tion of reserves in different parts of the country. 
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CHAPTER X 

NOTE ISSUES 

We have already examined a number of those provisions of 
the Federal Reserve Act which are designed to insure that de- 
posit currency shall be elastic. To acliievc this purpose it is 
necessary that the individual banks dealing with the general 
public may be in position to transform — when the occasion de- 
mands — all or a portion of their earning assets into cash or its 
eauivalent which may be loaned to customers. The ability to 
rediscount eligible customers^ paper, to sell their own acceptances 
or acceptances of other banks already in their investment ac- 
count, and to dispose of commercial paper to the reserve banks 
tends to make extremely liquid a large portion of the earning 
assets of the typical commercial bank, so that when the demand 
for accommodation from their customers increases it is in posi- 
tion to meet it. But when there is an increased demand for ac- 
commodation from the customers of all the banks good evidence 
is supplied that business is booming and the likelihood is that 
prices are rising. In such periods of prosperity the demand for 
common hand-to-hand money also increases, and since bank 
money or deposit currency serves as a medium of exchange only 
so long as it is convertible into common money it is evident 
that this bank money cannot be increased indefinitely without 
a concomitant increase in common money. The equalization 
of reserves and their concentration in the reserve banks arc 
not sufficient for the purpose during periods of great prosperity 
unless there is some means by which the volume of common 
money may be increased. With the absence of any clastic qual- 
ity in common money the increased demand for hand-to-hand 
money sets up a drain on the reserves of the member banks and 
indirectly through the member banks on the reserves of the fed- 
eral reserve banks. The weakening of the reserves in this man- 
ner would commonly take place at just the time when the de- 
mand for accommodation at the reserve banks is greatest. These 
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central institutions would thus be attacked both from the front 
and rear at the same time and their strategic position become 
imperiled. If, however, the volume of common money can be 
increased to meet the greater need for a hand-to-hand medium 
of exchange the reserves may be kept intact for the more im- 
portant purpose of serving as a basis for increased volume of 
deposit currency. 

A. FEDERAL RESERVE NOTES 

The framers of the Federal Reserve Act aimed to meet this 
situation by providing the federal reserve note. These notes are 
direct obligations of the United States Government and are is- 
sued by the Federal Reserve Board through the Federal Reserve 
Agents to the various federal reserve banks. 

The notes are not legal tender but are redeemable on demand 
in gold at the Treasury Department of the United States and in 
gold or lawful money at any federal reserve bank. They are 
receivable at par by all national and member banks and federal 
reserve banks and for all taxes, customs, and other public dues. 
The reserve banks are required to maintain a gold redemption 
fund with the Treasury Department for the purpose of redeem- 
ing the notes there. Such redemption fund counts, however, as 
part of the forty per cent gold reserve which the reserve banks 
are required to maintain against outstanding notes. To secure 
these notes the reserve banks have merely to deposit with the 
Federal Reserve Agent collateral security at least equal to the 
amount of federal reserve notes desired. This collateral security 
may consist of: 

(1) Notes, drafts, bills of exchange discounted with it by its 
member banks. 

(2) Bank acceptances discounted with it by member banks. 

(3) Bills of exchange and bank acceptances purchased in the 
open market. 

(4) Gold and gold certificates. 

1. Elasticity 

a. Expansive Powers 

Attention is called to the fact that the first three kinds of 
security enumerated above consist in reality of the earning assets 
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of the reserve banks. By turning these assets over to the Federal 
Reserve Agent the reserve banks are able to secure common 
money in the form of federal reserve notes to meet the needs 
of their customers — the member banks. It will be noted that 
items (1) and (2) come to the reserve banks directly from the 
member banks; the mere fact that they have been discounted 
with the reserve banks is sufficient evidence that the demand for 
accommodation by the public on the member banks is so great 
that it has been necessary for the latter to call upon the re- 
sources of the reserve banks for assistance. When the need of 
the member banks is for common money the reserve banks may 
secure the necessary common money from the Federal Reserve 
Agent merely by turning over to the latter some of the paper 
secured directly from the member banks. The reserve banks are 
required to maintain a reserve in gold equal to forty per cent 
of the notes which they turn over to the member banks; this is 
the only limitation on the power of these notes to expand. So 
long as there is need for additional common money the reserve 
banks will have paper of the member banks which they can put 
wy) as security for the notes. The expansion can continue, there- 
fore, so long as the reserve banks are able to maintain the neces- 
sary forty per cent reserve in gold against the new notes which 
arc being issued. When the volume of outstanding federal re- 
serve notes is increasing there is conclusive evidence that the 
g(uicral public requires more hand-to-hand currency and have 
been calling upon the banks for it. Since interest must be paid 
for accommodation secured at the reserve banks, whether in the 
form of deposit credits or federal reserve notes, it is evident that 
member banks will call upon the reserve banks for only as many 
federal reserve notes as they actually need to supply the demands 
of tlieir customers. 

There can be no question, accordingly, about the expansive 
powers of these notes. When the need for common money in- 
creases, and only then, does the volume of these notes ex- 
pand. But elasticity involves also the i)ower to contract; it 
is necessary, therefore, to inquire whether there is anything 
inherent in the nature of these notes which insures that after 
the need for them has disappeared the notes will be re- 
turned to the reserve banks and effectively retired from circu- 
lation. 
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b. Contractility 

When the need for common money in the hands of the general 
public decreases the reflection of this condition will be found in 
the member banks where deposits of currency will be exceeding 
the withdrawals. This means that many banks will have a 
larger volume of cash in vault than they need. So long as the 
member banks are indebted to the reserve banks and are paying 
interest on such accommodation they will be anxious to use any 
surplus cash coming their way wdth which to retire such indebt* 
edness. Since no kind of currency in their vaults counts as any 
part of their required legal reserves it might be supposed that 
the member banks would be indifferent as to the kinds of cash 
which they use for liquidating their borrowing at the reserve 
banks. This may be true for the small country banks but not 
for the larger city banks. There the different kinds of currency 
are carefully sorted; those kinds which arc not legal tender arc 
paid out first, and the bank retains in its cash in vault as large 
a portion of legal tender as is possible. Since the only kinds of 
paper money which are legal tender are the greenbacks and gold 
certificates these are parted with last. For many years the 
comptroller of the currency has permitted silver certificates to 
count as lawful money for reserves though not legal tender. 
This leaves only national bank notes and federal reserve notes.^ 
These are the kinds of paper money which will be used first in 
paying off indebtedness at the reserve banks and as the volume 
of federal reserve notes commonly very greatly exceeds the vol- 
ume of national bank notes the result is that federal reserve 
notes constitute the principal common money medium for the 
retirement of member banks’ indebtedness at the reserve banks. 

Two conditions must be met in order to insure the contractility 
of any particular kind of currency. The technical process of re- 
demption must be simple and incentives must be provided to 
holders which will induce them to take advantage of the easy 
process provided for redeeming the notes. The incentive and 
the simplicity of the process are both evident in the case of 
member banks indebted to the reserve banks and with a surplus 
volume of cash in vault. All the notes which a member bank 

* There is still outstandini? a small volume of the Treasury Notes of 1890 
and of the federal reserve baiik notes. Tliey constitute such a meafcre pro- 
portion of the total circulation that they are left out of account above. 
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returns to its own federal reserve bank may not, however, be 
issues of that particular reserve bank. In sorting currency the 
member banks do not distinguish among the issues of the differ- 
ent federal reserve banks. To them, they are all simply federal 
reserve notes, since each reserve bank must redeem the notes 
of the other reserve banks as well as its own. But no federal 
reserve bank is permitted to pay out again the notes of other 
reserve banks under a penalty of a ten per cent tax, which is, 
of course, prohibitive. Since it cannot pay them out again and 
since it cannot count them as part of its legal reserve each re- 
serve bank is provided with an adequate incentive for returning 
notes of other reserve banks to them for redemption and credit. 

From the various considerations advanced above it would ap- 
pear that federal reserve notes are actually provided with the 
two qualities essential to elasticity — expansibility and contrac- 
tility. No one has ever seriously questioned the power of ex- 
pansion which these notes possess. Some doubt has been ex- 
pressed, however, concerning the certainty that such notes will 
be returned to the issuer for redemption when the need no longer 
exists. This doubt is based upon two considerations: first, that 
not only may these notes be secured by the various kinds of 
commercial paper and bank acceptances enumerated in the list 
above but also by the security mentioned in the last item — gold 
and gold certificates; second, that while neither member banks 
nor reserve banks may count federal reserve notes as constituting 
any portion of their legal reserves, non-member state banks and 
trust companies are commonly permitted to do so. Undoubtedly 
there are some grounds for fear that these notes do not possess 
adequate qualities of contractility. 

The volume of gold and gold certificates is dependent in no way 
upon the needs of business for media of exchange and to the de- 
gree that notes are so secured it must be admitted that the secur- 
ity itself does not assist in producing the highly desirable elastic 
qualities. If security for the notes were confined to the various 
kinds of paper arising out of ordinary commercial transactions 
which it is permissible for the reserve banks to hold it is evident 
that the security itself tends to promote elasticity. As business 
becomes more active customers need to discount more freely with 
the member banks and these in turn, under ordinary circum- 
stances, will need to a greater extent to seek accommodation at 
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the reserve banks. The mere presence of a large volume of bills 
discounted in the portfolios of the reserve banks is in itself first 
class evidence of business activity and the need for larger note 
issues. But when business falls off again and these bills dis- 
counted at the reserve banks are retired by the makers to some 
degree at least the repayment will be in the form of currency and 
since the currency which is not legal tender is composed largely 
of federal reserve notes it means that these notes will be coming 
back to the reserve banks for redemption. Moreover, as the 
member banks pay off their notes at the reserve bank their notes 
must be returned to them. If such notes were the only legal 
security for federal reserve notes it is evident that as such col- 
lateral matures and is paid off there is a forced withdrawal from 
circulation of a corresponding volume of federal reserve notes. 
In this way the security back of federal reserve notes would 
itself tend to insure their contraction when the need for circu- 
lating medium declines. But it must be evident that as business 
becomes less active and business houses are able to liquidate 
increasingly large portions of their debts at the member banks 
their ability to do so will be measured, partially at least, by 
the size of their daily deposits at the banks ; and these deposits 
consist of currency in part. The notes would therefore be coming 
back when business is on the down grade irrespective of the 
nature of the security back of them. It must be admitted that 
the use of gold and gold certificates as security for reserve notes 
removes one of the factors which otherwise would tend to insure 
their elasticity. Other factors, however, which are inherent in 
the business structure tend to provide incentives all along the 
line for the holders of notes to return them to the issuer for 
redemption. 

We come to the same conclusion with respect to the second 
consideration mentioned above. The fact that non-member 
banks and trust companies are permitted to use federal reserve 
notes as legal reserves in their own vaults removes for such 
institutions one incentive for returning these notes for redemp- 
tion. But so long as these institutions are indebted to other 
banks it will be to their advantage to use their surplus cash in 
vault to retire such indebtedness and the tendency will still ex- 
ist — ^with reduced intensity, it is true — for the notes to be re- 
turned to the issuer for redemption. Furthermore the fact that 
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many state institutions arc permitted to count federal reserve 
notes as part of their legal reserves means merely that other 
kinds of currency are displaced in their vaults by a corresponding 
amount of federal reserve notes. The currency thus displaced 
would tend to find its way back to the reserve banks so long 
as member banks are indebted to them and are in position to 
retire any portion of such indebtedness. The total volume of 
currency in actual circulation outside the reserve banks would 
tend to increase and decrease to exactly the same extent as it 
would if reserve notes could not be counted as part of the legal 
reserves of non-member banks. And it is elasticity of the total 
volume of hand-to-hand currency which is essential rather than 
that of a particular component part of it. In the final analysis 
the use of federal reserve notes as legal reserves by non-mem- 
ber banks has no retarding effect on the contraction powers of 
the total volume of currency outside the federal reserve banks, 
in other words, on the total volume of money in actual circu- 
lation. 

In the reserve banks themselves the situation is somewhat dif- 
ferent. When reserve notes get back to the issuing reserve bank 
they are effectively out of circulation. And for every $1,000 of 
notes so returned only $400 in gold is released. But when gold 
certificates reach the reserve bank they serve to increase the re- 
serve bank reserves dollar for dollar. When greenbacks or silver 
dollars or silver certificates reach the reserve bank they increase 
the ‘^reserves other than gold^^ by a like amount. When na- 
tional bank notes are received they are sent for redemption to 
Washington and thus serve to increase the reserve balance of 
the reserve bank in the Gold Settlement Fund. It is evident, 
that the total volume of currency in actual circulation decreases 
dollar for dollar when common money is used to pay off indebt- 
edness at the reserve banks. But when reserve notes are used 
for this purpose there is a smaller increase in the reserve ratios 
of the reserve banks than is the case when other forms of cur- 
rency are used. 

Reference to the volume of reserve notes outstanding at dif- 
ferent periods^ supports the contention that in spite of the use 
of gold and gold certificates as security and the use of these 
notes as legal reserves by non-member institutions a very great 

* See p. 121. 
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measure of elasticity of this one element in the circulation 
actually prevails. The actual volume of notes outstanding on 
certain selected dates will be found below: 

March 23, 1917 $ 346,000,000 

March 26, 1920 3,048,000,000 

May 27, 1925 1,670,000,000 

December 28, 1927 1,813,000,000 

In this connection it is interesting to note that on December 
28, 1927, the reserve banks had deposited with the federal reserve 
agents as security for federal reserve notes a total of $1,469,- 
000,000, a volume of gold equal to almost ninety per cent of the 
notes outstanding on that date. The federal reserve notes have, 
in other words, become practically gold certificates but with 
this difference. Gold certificates are not retired when paid* into 
the reserve banks and federal reserve notes are. But neither 
can be reissued except when there is a real need for them as 
evidenced by the demands of member banks for accommodation 
at the reserve banks. 

B. FEDERAL RESERVE BANK NOTES 

The framers of the Federal Reserve Act found themselves con- 
fronted wdth a serious difficulty in attempting to deal with the 
question of national bank notes. The unresponsiveness of these 
national bank note issues to changing needs of business made 
it highly desirable to eliminate them entirely from our circu- 
lation at the same time the elastic federal reserve notes were 
provided for. It was not to be expected, however, that the 
national banks would fail to fight any measure which attempted 
to coerce them into giving up the privilege of note issue. We 
have seen that the actual profit on these issues to the national 
banks is not great. But with the smaller national banks, con- 
siderable prestige attaches to the privilege entirely aside from 
the extra profit to be derived from this source. But the most 
serious obstacle was not concerned with foregoing profit or the 
loss of prestige. The pre-war government bonds used to secure 
these note issues commonly sold at a price out of all proportion 
to the rate of interest carried by them due to the demand for 
these issues by national banks to support their note circulation. 
With the withdrawal of the circulation privilege through federal 
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legislation it is estimated these bonds would have lost fully one- 
third of their market value. This would have meant a loss to 
national banks in their investment accounts of several hundred 
millions of dollars. This would have been manifestly unfair 
to the banks in view of the fact that the bonds had been pur- 
chased for the purpose of supporting notes issues at a time when 
there was no thought that this privilege might be withdrawn. 
The framers of the Federal Reserve Act were attempting to su- 
perimpose a central banking machinery on the already existing 
decentralized system and it seemed extremely important to re- 
tain for the new system the goodwill of the banks. National 
banks were required to become members of the new system if 
they remained national banks but there was nothing to prohibit 
national banks from giving up their national charters and in- 
corporating under the laws of the various states in which they 
were located. It was important not only to retain the national 
banks, but also, if the System was to be successful, to induce state 
banks to become members, since more than two-thirds of all the 
banks operate under state charters. To antagonize any large 
body of banks at the outset it was feared miglit prove fatal to 
the new system. Especially was this undesirable if any com- 
promise solution could be discovered. 

It was finally decided to provide means whereby the national 
banks might voluntarily relinquish their note issues without 
serious loss. The means designed to accomplish this purpose 
was to require the federal reserve banks to purchase at par up 
to $25,000,000 annually of the bonds with the circulation privi- 
lege from those banks which wished to retire their circulation. 
Since without the circulation privilege these bonds would have 
been worth much less than par the Act thus provided a means 
for the national banks to give up their note issues without seri- 
ous loss. They were not required to do so, however, and there 
has been no great reduction in the circulation of national banks 
up to this time. 

In advance it could not be known just how strong the reserve 
banks would be. In particular it could not be foretold whether 
they would be able to buy these bonds at par when without the 
circulation privilege they were worth much less. It was pro- 
vided, therefore, that the reserve banks might either convert 
these bonds into 3% bonds without the circulation privilege or 
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they might issue their own notes secured by these identical bonds. 
These notes were to be known as federal reserve bank notes and 
were to be exactly the same kind of issues as the national bank 
notes themselves. To the extent that the federal reserve banks 
should make use of the privilege of issuing their own federal 
reserve bank notes no immediate gain would result. It seemed 
reasonable to suppose, however, that if the reserve banks should 
gradually take over most of this kind of circulation and should 
later become powerful institutions the note issue privilege might 
be taken away from them. 

1. Pittman Act 

As a matter of fact the federal reserve bank notes secured by 
these 2% government bonds have never become an important 
item in our circulation. Due to the provisions of the Pittman 
Act, however, these notes expanded from an almost negligible 
amount to about $275,000,000 during 1918 and 1919. The Pitt- 
man Act was a war measure providing for the breaking up and 
selling as bullion 350,000,000 of the silver dollars lying in the 
United States Treasury and circulating in the form of silver 
certificates. About 260,000,000 of these silver dollars were thus 
broken up and this necessitated the retirement of an equal vol- 
ume of silver certificates. Fearing that the withdrawal from 
circulation of these silver certificates would result in a con- 
traction of the currency in the smaller denominations the Act 
provided that the Reserve Board might require the reserve banks 
to issue federal reserve bank notes in the same volume and in 
the same denominations as the silver certificates being with- 
drawn. These federal reserve bank notes were to be secured by 
United States Certificates of Indebtedness or one-year gold notes 
deposited with the United States Treasurer. 

The Pittman Act provided also for the repurchase of silver 
from American silver producers at one dollar an ounce, the re- 
coinage of the silver dollars, and the reissue of the silver certifi- 
cates. Before the end of 1923 this had been accomplished and 
since that time the volume of federal reserve bank notes has been 
practically negligible. They are no longer listed as a separate 
item on the statements of condition of the reserve banks, being 
now included in ‘‘Other liabilities.’^^ 

'See p. 93. 
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C. MONEY IN CIRCULATION 

The following table gives the money in circulation as of July 
1, for the years 1921, ’22, '23, ’24, ’25, and ’26. By money in 
circulation is meant that portion of the total stock of common 
money outside both the Treasury Department of the United 
States and the federal reserve banks. 

(000 omitted) 



1021 

1022 

1022 

1021f 

1022 

1026 

Gold coin 

HS3,404 

41.5,0;i8 

404,181 

305,747 

428,8(;i 

88(;,401 

Gold certificates. 

4.'»2,17r> 

173, .‘Wi 

38(>,4.'.»5 

801 ..3S1 

1,004,828 

1,007,081 

Silver dollars . . 

7.5,05:1 

.57,078 

.57,202 

.54,015 

.54,‘280 

40,145 

Silver certiticatos 

201,,5:J4 

2(m,:i;i.5 

8(;4,2.5S 

804,414 

382,780 

875,7tK) 

Subsidiary silver. 

201,051 

220,810 

247, .‘107 

252,005 

202,000 

275,783 

Notes of 1800 . . 

1,.570 

1,.510 

1,400 

1.423 

1..387 

1.327 

IT. S. notes .... 

.‘142,0.50 

202,848 

.802,740 

207.700 

282..57S 

202,200 

Fed. res. notes . 

2,080,404 

2,188,715 

2,234,050 

1,84.3,10«i 

1,(530,108 

1,702,824 

Fed. res. bank 







notes 

148,.?.50 

71,808 

10,000 

lO.OOfi 

0,021 

4.000 

Nat’l bank notes 

720, .551 

727,081 

711,075 

733.a3r> 

081,700 

050,0,30 

Total 



4,720,370 

4,754,772 




Attention is directed first to the totals. It will be observed 
that money in actual circulation decreased between July 1, 1921 
and July 1, 1922 by approximately twenty-five per cent. These 
twelve months covered a part of the period of reaction from the 
overexpansion of industry which took place during 1919 anrl 
1920. When business is depressed a much smaller volume of 
currency is needed, and the fact that a decrease so drastic could 
take place in a period of time as short as this is a fairly con- 
clusive piece of evidence that our circulating common money, 
considered as a totality, docs have in large measure the neces- 
sary quality of contractility. Business activity was distinctly 
on the upgrade in 1923 and we find this condition reflected in 
an increase of over eight per cent in the volume of common 
money actually circulating. Because of the fact that fluctuations 
in business activity have been fairly moderate since then, it is 
not surprising to find that the total volume of money in circu- 
lation has remained fairly constant also. 

The fluctuations in the different classes of common money as 
revealed in this table call for some comment, since they serve 
to illustrate concretely points connected with our earlier dis- 
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cussion. It will be observed that the principal decreases be- 
tween the middle of 1921 and the middle of 1922 were in gold 
coin, gold certificates, and federal reserve notes. In liquidating 
the heavy indebtedness at the reserve banks which they had 
assumed during and immediately following the war the member 
banks, to an extent as great as possible, made use of common 
money. Much of the large volume of gold coin and gold certif- 
icates which they had always held in their vaults was utilized 
for this purpose as well as federal reserve notes. The reserves 
of the reserve banks were thus greatly increased at the same time 
that their liabilities as represented by federal reserve notes were 
declining. Their reserve ratio thus became so high that during 
1923, 1924, 1925 and 1926 they adopted the policy previously 
noted of paying out gold certificates instead of reserve notes. 
Thus the gold certificates in actual circulation increased from 
173 millions in 1922 to 1,007 millions in 1926. This explains 
the tendency of reserve notes to decline in volume during these 
years in spite of the increasing activity of trade and commerce. 

The great increase in the volume of silver certificates is ac- 
counted for by the operation of the repurchase clause of the 
Pittman Act. As was pointed out earlier, silver dollars them- 
selves are not generally popular as hand-to-hand money. But 
since the Treasury was required by law to repurchase the silver 
sold in 1918, the silver dollars coined from this metal were in- 
jected into the circulation by means of their representative — 
the silver certificate. During the same period the federal re- 
serve bank notes, which had temporarily replaced the silver 
certificates, were decreasing so rapidly that less than five mil- 
lions remained by July 1, 1926. 

The final item to which attention needs to be directed is the 
national bank note circulation. It will be noticed that the total 
remains fairly constant, and that the minor downward fluctua- 
tions in 1923, 1925 and 1926 came at times when the totals of 
the other principal kinds of common money were increasing. 
This furnishes an illustration of the perverse elasticity of these 
notes to which reference has already been made. The relative 
importance of these notes is no longer great, however, the figures 
for 1926 showing that they constituted less than fourteen per 
cent of the entire volume of circulating common money. 

Nevertheless the quality of our entire circulating medium 
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would be greatly improved by the complete elimination of these 
notes. As a matter of fact the only essential elements in the 
circulation are gold coin, gold certificates, subsidiary coin, and 
federal reserve notes. The elimination of all the others is greatly 
to be desired. 
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CHAPTER XI 


THE BANK ACCEPTANCE AND THE DISCOUNT 

MARKET 

If the banking machinery of a country is to function in the 
most efficient manner it is highly important that there be in 
operation an open market for short-time capital. Banks and 
other institutions having surplus funds temporarily available 
should be able to dispose of these funds in this open market and 
at the same time be certain that possession of such funds may 
be regained promptly when the occasion warrants. From this 
market the different sections of the country should be able to 
draw funds to finance at least some portion of the current trans- 
actions of their sound business enterprises. The nearest approxi- 
mation we had to this in the past was the open market for com- 
mercial paper, a discussion of which is reserved for the following 
chapter. The next nearest was the call loan market. 

A. CALL LOANS 

Through the agency of their New York correspondents banks 
throughout the country are enabled to dispose of their suri)lus 
funds to stock market brokers. The loans thus made arc used 
for the purpose of making partial payments on stocks and bonds 
which investors and speculators are carrying, and the loans are 
secured by these same stocks and bonds. Such loans are really 
for investment purposes, however, and are not self-liquidating 
in any sense of the word. It is true that in the absence of con- 
ditions approaching a crisis each bank is able to regain possession 
of the funds it has advanced in this manner by calling its loans. 
But as is pointed out in another connection this merely means 
the shifting of the loan to some other bank or group of banks 
having funds currently to dispose of. Furthermore the forces 
which determine the total volume of funds available for this 
purpose are separate and distinct from the forces which deter- 
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mine the demand. Because of this the rates tend to fluctuate 
through a wide range and arc a net resultant of factors many 
of which have no relation to the demand and supply of short- 
time capital. 

In an attempt to remedy this situation there were included in 
the Federal Reserve Act two extremely important provisions. 
The first of these gave to national banks the power to grant 
acceptance credits. 


1. The Bank Acceptance 

The bank acceptance is merely a time draft drawn against a 
bank and accepted by the latter by stamping the word “AC- 
CEPTED,” the date, and the signature of an officer across the 
face of the draft. An ordinary check is also a draft against 
a bank but it is a sight draft and payable on demand or pre- 



sentation, while the bank acceptance in the first instance is pay- 
able on some definitely specified future date. When the bank 
accepts such a draft in effect it makes itself liable for the pay- 
ment of the face of the draft at maturity. For this reason the 
bank acceptance has the very highest credit standing in the 
money market. 

a. Uses of the Bank Acceptance 

There are four principal occasions when the bank acceptance 
is the most convenient credit instrument. The first of these is 
for the purpose of creating dollar exchange in international 
trade, a full discussion of which lies outside the scope of this 
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study. The second is where the buyer and seller of goods are 
so far removed from each other that the seller is unable to secure 
sufficient information concerning the credit reliability of the 
buyer to justify his shipping goods to the latter on credit. But 
that is no reason why the buyer whose credit standing in his 
own locality is good should not have the benefit of the usual 
length of time in which to pay for the goods which he wishes to 
purchase. Presumably the buyer^s bank is thoroughly familiar 
with the financial reliability of its customer; if it is satisfied 
with its customer’s credit standing it may enter into an agree- 
ment with the latter by the terms of which the bank agrees 
to accept drafts drawn by the seller up to a certain amount, 
thus making itself responsible to the seller for the ultimate pay- 
ment of the goods at the maturity of the draft. The buyer agrees 
to have funds in the bank when the drafts mature with which 
the bank can meet the accepted drafts when they are presented 
for payment. The point should be emphasized that whether the 
buyer has the funds in the bank or not the bank will have to 
pay the acceptance at maturity, but the bank would not have 
agreed to accept in the first place had it not been confident that 
the customer would put it in funds with which to meet the obliga- 
tion it assumed. When the seller receives the letter of credit 
which authorizes him to draw his drafts against the bank he 
is able to ship the goods with definite assurance that the full 
amount will be paid when it falls due. The letter of credit and 
the ensuing bank acceptance are practically indispensable in- 
struments in the financing of the importation and the exporta- 
tion of goods. The sellers and the buyers are so far removed 
from each other not only by distance but by language, laws 
and business customs that the seller needs usually to have defi- 
nite assurance that the goods will be paid for at the agreed upon 
date. He gets this assurance when he receives the bank’s letter 
of credit authorizing him to draw his drafts against the bank 
and obligating the bank to accept such drafts when all the speci- 
fied conditions have been lived up to and to pay the acceptance 
at maturity. On the same account it is a highly important device 
for domestic commerce. 

The bank acceptance is also a valuable credit instrument when 
the local bank is not in position to advance to its customer all 
the funds the latter needs. The law restricts advances to any 
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one customer to an amount not greater than ten per cent of the 
bank's paid-up capital and unimpaired surplus. If the customer 
is entitled to and has need for a larger amount than this nor- 
mally he simply has to get it elsewhere. He may be able to 
get it by selling his commercial paper to note brokers without 
the aid of his bank. But he may also be able to get the addi- 
tional funds through the instrumentality of the bank provided 
the latter will accept a time draft drawn by the customer against 
the bank. The bank then sells this high grade credit instrument 
in the money market on the most advantageous terms and 
credits the customer with the proceeds. The ten per cent limit 
on acceptances does not apply if the bank “is secured either 
by attached documents or by some other actual security grow- 
ing out of the same transaction as the acceptance." The bank 
is accordingly able to aid the customer to secure the funds he 
needs immediately in the cheapest market. 

The fourth important use to which the bank acceptance may be 
put is to assist in the orderly marketing of farm crops. Crops 
are ready for the market but once each year yet it is important 
that their use be distributed throughout the year. Banks in the 
agricultural sections of the country are hard pressed to meet the 
demands made upon them for direct accommodation during the 
crop moving season; commonly they are unequal to the added 
strain of advancing funds to the farmer to enable him to dispose 
of his crops gradually in order that they may be marketed to 
the best advantage not only to the farmer but to the whole pub- 
lic. The farmer may store his readily marketable staples in a 
licensed warehouse, get a warehouse receipt which is turned over 
to the bank along with a draft drawn against the bank for a 
percentage of the value of the wheat, corn or cotton in ques- 
tion. When the acceptance is sold the farmer's account is 
credited with the proceeds. He is thus put sufficiently in funds 
to permit him to take a reasonable length of time in which to 
dispose of the goods. 

These are the four most important occasions when the bank 
acceptance is the most convenient credit instrument. From a 
general standpoint, however, it fills an even more important 
place. Where the bank acceptance is in widespread use it be- 
comes the standard instrument of credit in the discount market. 
It represents as nearly absolute safety as it is possible for any 
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credit instrument to attain. Not only is it the direct obligation 
of a bank of unquestioned standing but represents a current 
transaction in goods and when properly used is self-liquidating. 
Because of its high credit standing it makes an ideal instrument 
into which banks may divert their surplus funds. If the dis- 
count market is of suflScient breadth a bank may purchase ac- 
ceptances of other banks with absolute certainty of being able 
to resell such acceptances at a moment^s notice. In addition to 
customers^ notes and commercial paper bought on the open mar- 
ket the bank may thus have a third class of paper among its 
earning assets and one of the most liquid quality. 

Prior to 1914 national banks were not permitted to make 
acceptances. It has always been felt that there is some danger 
in the acceptance business because by means of the acceptance a 
bank lends its credit to its customer but lends him no money. 
In fact we have seen above that one of the occasions for the use 
of the acceptance appears when the bank is unable either be- 
cause of lack of available funds or because of legal restrictions 
to advance sufficient funds to its customers. In granting an ac- 
ceptance credit the bank is in reality securing the funds for its 
customer from some other bank — the bank which buys the ac- 
ceptance in the discount market. It does not seem unreason- 
able, therefore, that the granting of acceptance credits should be 
carefully guarded, but there seems to be no excuse for forbidding 
it altogether. Some states had begun the practice of permit- 
ting their banks to make acceptances prior to the passage of 
the Federal Reserve Act, but the granting of such credits was 
on a very limited scale. The Reserve Act permits national banks 
to accept drafts having not more than six months to run which 
grow out of transactions involving the importation and exporta- 
tion of goods. Provided shipping documents conveying or se- 
curing title to the goods are attached at time of acceptance they 
are also permitted to grant acceptances covering the domestic 
shipment of goods. To guard against the temptation mentioned 
above for banks to lend their credit in this manner too freely two 
limitations are set up. For any one customer the bank must not 
accept drafts to an amount exceeding ten per cent of its capital 
and surplus unless secured by shipping documents or other se- 
curity growing out of the same transaction as the acceptance. 
The total volume of all acceptances granted by a particular 
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bank shall not exceed fifty per cent of its capital and surplus 
unless special permission is secured from the Federal Reserve 
Board when a bank may accept up to one hundred per cent of 
its capital and surplus. Domestic acceptances must never, how- 
ever, be in excess of fifty per cent of the capital and surplus. 

The extent to which the banker’s acceptance is actually used 
for these different purposes is made clear in the following table: ^ 

BANKERS’ ACCEPTANCES OUTSTANDING 
(In millions of dollars) 

Warehouse Dollar Miscel- 

Date Imports Exports Domestic Credits Exchange laneous Total 


1924 


April 1 

251 

214 

28 

100 

25 

, , 

618 

December 31 . . . 

292 

305 

38 

163 

23 


821 

1925 

January 31 

273 

317 

42 

176 

27 


835 

February 28. . . 

297 

308 

28 

147 

15 

13 

808 

March 31 

297 

302 

26 

142 

19 

14 

800 

April 30 

296 

288 

30 

117 

18 

8 

757 

May 29 

275 

261 

2i 

92 

17 

13 

680 

June 30 

253 

221 

25 

87 

14 

8 

608 

July 31 

254 

191 

19 

79 

13 

13 

569 

August 31 

254 

182 

19 

75 

13 

12 

555 

September 30. . 

283 

205 

15 

74 

16 

14 

607 


Attention is directed to the fact that the volume of accep- 
tances outstanding covering the importation of goods is approxi- 
mately equal to those which finance exports. Of still greater 
importance is the fact that the acceptances used to finance 
domestic exchange and those covering warehouse credits form 
but a small portion of the total, in no case exceeding twenty-five 
per cent of the total, and usually not more than fifteen per cent. 
While the financing of our foreign trade is likely to continue to 
be the principal field of operations for the bank acceptance it 
would appear from the above figures that there is room for con- 
siderable expansion of its use in domestic commerce. 

The second important provision bearing on this subject is the 
permission granted to reserve banks to purchase or discount ac- 
ceptances. In practice the reserve banks have adopted the policy 
of taking all acceptances offered that meet the rigid tests which 
they impose. The reserve banks thus become an important fac- 

^ Federal Reserve Bulletin^ December, 1925, p. 874. 
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tor in the broad discount market which it was hoped the reserve 
system would assist in inaugurating. Because of this support by 
the reserve banks each individual bank is certain of being able 
to dispose of acceptances of other banks which it may be hold- 
ing. In doing so it is, to be sure, shifting to the reserve bank the 
burden of carrying the acceptance to maturity. But this does 
not make it analogous to stock market loans. The latter are 
really investments in stocks, which are perpetual securities, or 
bonds, whose maturity dates usually extend into the distant 
future. These acceptances, on the other hand, are short-time 
self-liquidating instruments covering current transactions in 
goods. Where the bank acceptance is more widely used in the 
financing of domestic trade than it is in this country fluctuations 
in the total volume of these bills coming into the market may 
reasonably be expected to correspond in a general way with 
fluctuations in business activity. And in the absence of net im- 
ports of gold increases in business activity require an increased 
volume of reserve bank credit. As the demand for accommoda- 
tion from their customers increases banks holding acceptances 
as an important constituent element of their secondary reserves 
are able to sell these bills to the reserve banks and tlius avoid 
the necessity of discounting their own notes or their customers* 
notes. This support of the acceptance market by the reserve 
banks is an essential factor in a discount market of national 
breadth, for it gives assurance to drawers, acceptors, dealers and 
buyers that so long as their bills meet the reserve bank require- 
ments they may be disposed of there if necessary. 

Acceptances may be created by national banks under author- 
ity of the Federal Reserve Act. State banks may also create 
acceptances where such action is authorized by state laws. In 
thirty-seven states banks are given this power either directly or 
indirectly.^ The large private banking houses in New York 
City are also heavy acceptors. In addition to these there are 
several discount or acceptance corporations whose principal 
business is the granting of acceptance credits. Nevertheless the 
bulk of the business is done by national and state banks and 
trust companies. Since the bankers* acceptance is designed to 
be a high grade credit instrument with the risk element practi- 
cally absent the acceptors should be only large well-known 

^Acceptance Bulletin, February, 1922, p, 18. 
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financial institutions. Not only this but the acceptor must be 
thoroughly familiar with the financial responsibility of the client 
for whom it accepts as well as with the specific transaction or 
group of transactions which it is intended to finance. In other 
words it is designed to transmute individual credit of an un- 
questioned character but which is not widely known into a form 
which is highly liquid and generally salable. It is important, 
therefore, that the drawer^s name add real security to the ac- 
ceptance and that it be drawn for a purpose which makes it in 
reality self-liquidating. 

b. Acceptance Dealers 

For the discount market to function properly a set of middle- 
men is also necessary. They arc known as acceptance dealers 
and their function is to purchase acceptances from the drawers, 
acceptors or banks which have bought them and then to dis- 
tribute these bills among those having funds to invest. A few 
dealers specialize in acceptances but others handle this busi- 
ness in conjunction with commercial paper or securities. Sev- 
eral private banking houses also act as dealers. Most of them 
are located in New York ('ity but Boston and Chicago each has 
several. Fewer than a dozen of these dealers do the great bulk 
of the business. 

Some idea of the extent of the business handled by these 
dealers may be obtained from the table on the next page. 
These figures indicate that the acceptance business is growing, 
and in 1925 the turnover averaged over $200,000,000 monthly, 
with the great bulk of the business handled by New York 
dealers. It will be noticed also from this table that the deal- 
ers buy a large portion of their bills from the accepting banks. 
It is not considered good practice for a bank to buy its 
own acceptances. When it does so it is in reality making a loan 
to its customer instead of validating his credit in the general 
market. But the drawer of the draft almost invariably wishes 
to realize the proceeds without delay. It is customary, therefore, 
for the drawer of the draft to instruct his bank to sell the 
draft after its acceptance. Unless the draft is presented to the 
acceptor by another bank in the same city it falls to the lot 
of the accepting bank to dispose of the acceptance. This ac- 
counts partially for the fact that such a large percentage of the 
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acceptances which dealers handle are purchased directly from 
the accepting bank. A further reason lies in the fact that a bank 
is unable to dispose of its own acceptances to the reserve bank 
on any other basis than as money borrowed. The presence of a 
group of dealers, therefore, serves to insure the aecepting bank 
that it can dispose of its own acceptances. 


AVERAGE VOLUME OF BILI^ PURCHASED WEEKLY BY 
ACCEPTANCE DEALERS* 

(In thousands of dollars) 


New York 


Amount Per Cent 

1923: 


From acceptors. . 

. 17,628 

53 

From indorsers. . 

. 7,505 

22 

From others 

. 8,335 

25 

Total 

. 33,468 

100 

1924: 



From acceptors. . 

. 17,744 

43 

From indorsers. . 

. 7,962 

19 

From others 

. 15,486 

38 

Total 

. 41,192 

100 

1925: 



(Jan.-Nov.) 



From acceptors. . 

. 21,444 

45 

From indorsers. . 

. 9,887 

20 

From others 

. 16,741 

35 

Total 

. 48,072 

100 


Boston Chicago 


Amount 

Per Cent 

Amount 

Pbtr Cent 

3,569 

68 

1,606 

68 

304 

6 

85 

3 

1,380 

26 

672 

29 

6,263 

100 

2,363 

100 


3,427 

68 

1,834 

76 

109 

1 

3 

, , 

1,554 

31 

558 

24 

5,090 

100 

2,415 

100 


4,092 

71 

1,804 

85 

321 

6 

• 1 


1,331 

29 

320 

15 

5,744 

100 

2,125 

100 


A final element essential to the existence of a broad discount 
market is a group of purchasers having surplus funds temporarily 
available and who are willing to divert a portion of such funds 
to the purchase of these prime bills. The support of the reserve 
banks is essential, as is indicated above, but those facilities 
should be resorted to only when other purchasers fail to absorb 
the entire volume. The reserve banks thus constitute, in reality, 
an overflow market for dealers and enable them to dispose of such 
bills as they cannot otherwise sell and which they do not find 
it profitable to hold. The principal purchasers of acceptances 
are the commercial banks, trust companies, savings banks, cor- 
porations, trustees with temporarily idle funds, and individ- 
^ Federal Reserve Bulletin^ December, 1925, p. 875. 
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uals. Chief among these are the commercial banks. For the 
year ending June 30, 1921, sales by six New York dealers to 
banks other than savings banks averaged over 60% of the total 
sales for the year.^ Sales to private individuals and corpora- 
tions ranged from 10% to 15% of the total. The distribution 
to savings banks was highly irregular, ranging from less than 5% 
to a maximum of 50%. 

A better idea of the distribution of acceptance holdings by 
classes of purchasers may be gained from the following table: * 

AVERAGE VOLUME OF BILLS SOLD WEEKLY BY ACCEPTANCE 

DEALERS 

(In thousands of dollars) 

New York Boston Chicago 

Amount Per Cent Amount Per Cent Amount Per Cent 


1923: 

To local banks. .. . 13,415 41 1,441 44 592 23 

To outside banks . 8,968 27 637 19 920 36 

To others 2,418 7 638 20 519 20 

To federal reserve 

banks 8,023 25 570 17 521 21 

Total 32,824 100 3,286 100 2,562 100 

im; 

To local banks. .. . 22,536 56 2,163 50 1,055 39 

To outside banks . 7,353 18 518 12 926 35 

To others 2,887 7 659 15 311 12 

To federal reserve 

banks 7,528 19 998 23 377 14 

Total 40,304 100 4,338 100 2,669 100 

im: 

(Jan.-Nov.) 

To local banks. . . . 24,710 52 1,824 35 885 31 

To outside banks . 9,661 20 428 8 1,021 35 

To others 3,434 7 724 14 393 14 

To federal reserve 

banks 9,779 21 2,215 43 584 20 

Total 47,584 100 5,191 100 2,883 100 


Dealers in New York and Boston sell principally to local 
banks it will be noted. In Chicago there is a much larger dis- 
tribution to out-of-town banks. In Chicago also a much larger 
percentage of the total is sold to buyers other than banks. 

* These data are taken from the Federal Reterve Bulletin, October, 1921, 

p. 1168. 

•Ibid., December, 1025, p. 876, 
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The purchasers of bank acceptances must be content with a 
low yield. This fact is clearly revealed in the following table: 

MONEY RATES IN NEW YORK CITY* 

Average Yield on 

Prime Prime U. Treasury U. S. 

Commercial Bankers* Notes and 41% Average Rate on 
Month Paper Acceptances Certificates oj Liberty Call Time 
i-S Months 90 Days Indebtedness Bonds Loans Loans 


Dec. 1925 

4Mi% 

314% 

3.51% 

4.04% 

5.32% 

4.97% 

Sept. 1926 

4M3 

3% 

3.43 

3.96 

5.02 

4.88 

Oct. 1926 

4l-4i- 

3% 

3.5S 

3.95 

4.75 

4.99 

Nov. 1926 

4J 

3%-3% 

3.35 

3.91 

4.56 

4.70 

Dec. 1926 

4i 

m-3% 

3.07 

3 83 

5.16 

4.70 


All these other alternatives compete with the acceptance as 
media for short term investment. Furthermore, with the excep- 
tion of United States Treasury Notes and Certificates of In- 
debtedness, the net return on all of them is higher. Better 
than any of the others, however, the acceptance combines real 
liquidity with no appreciable clement of risk. And it is a good 
commentary on the intelligence and skill of the acceptance dealer 
and the acumen of the American banker that the latter recog- 
nizes the value of these qualities and invests in these prime bills 
despite their low yield. 

This discussion of the function and importance of the accep- 
tance dealer may be summed up succinctly in the following 
quotation: ^ 

“In short, the services of the dealers are similar to those performed 
by middlemen everywhere, i.e., the creation, or more exactly, organi- 
zation of a market to which both buyers and sellers may resort without 
loss of time and in the expectation of finding a scale of prices, or, as in 
this case, of rates which reflect current market conditions. The existence 
of a market for acceptances which can be relied upon by sellers to absorb 
their offerings immediately depends upon the extent to which a profes- 
sional dealer's demand has been built up, as direct reliance upon invest- 
ment demand means an appeal to a heterogeneous group which in turn 
means numerous, uncoordinated and uncertain markets. The dealers, 
however, in order to be in a position always to handle all legitimate 
offerings, must in their turn not only have established extensive con- 
tacts with many types of investors, but they should also be able at all 
times to secure sufficient funds at rates low enough to make it possible 

^Federal Reserve Bulletin, January, 1927, p. 9. 

October, 1921, p. 1106, 
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for them to carry large and well diversified portfolios at moderate profit. 
The margin of profit secured by the dealer from the difference between 
his bid and offer prices is, in a well-developed market, more than com- 
pensated for, from the point of view of the seller, by the advantage that 
comes from instantaneous sale. By securing acceptances from various 
sources dealers are also in a position to facilitate sales by the variety of 
their offerings as regards names, maturities, denominations, and other 
factors. And, being specialists, the dealers are, as already indicated, 
in a position to arrive at the true open-market appraisal of the bills 
that pass through their hands. If one fails to do so the competition 
of other dealers will force conformity. The result is the establishment 
of more equitable rates and a broader and more fluid market, which 
again encourages and, indeed, is an indispensable preliminary to a fur- 
ther extension of a proi)erly conceived acceptance business."' 

We are now in position to sum up the different constituent 
elements essential to the existence of a broad, well developed dis- 
count market: 

(1) The bankers^ acceptance itself, the basic credit instru- 
ment for short-time capital, coming into the market in a large, 
relatively stable volume. To insure this there must be well 
known banks or other specialists who grant acceptance credits 
covering current transactions to those of their own clients in 
whose financial responsibility the acceptor has confidence. 

(2) A group of dealers to act as intermediaries between banks 
and other accepting houses on the one hand and the general pub- 
lic on the other. 

(3) A body of purchasers composed principally of commer- 
cial banks but including also savings banks, trust companies, in- 
surance companies, trustees, and corporations having surplus 
funds temporarily available and who are willing to divert a 
portion of such funds to the purchase of these prime bills. 

(4) The federal reserve banks standing ready to absorb any 
overflow of bills. 

The importance of a well-developed discount market of na- 
tional breadth can scarcely be emphasized too roundly. Where 
such a market exists both the buyers and sellers are composed 
largely of banks and other financial institutions. A particular 
bank, or the banks in a particular section of the country, may 
be sellers during a part of the year and buyers at other times. 
Normally not all banks are in need of additional funds at the 
same time. In a country as large as ours, with industry so 
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diverse and the conditions under which the different banks op- 
erate so varied, when one bank is pressed for funds and needs 
to liquidate a portion of its secondary reserves there arc, quite 
commonly, other banks with surplus funds to invest. When its 
customers are not offering sufficient notes for discount to make 
use of all the bankas available funds it is important that these 
funds be invested elsewhere. This is true not only from the 
profit-making standpoint of the individual bank concerned but 
also because by so doing the total social capital is kept pro- 
ductively employed. In other words, with a discount market 
of sufficient breadth each bank is enabled to preserve the bal- 
ance which it deems proper between its investment and its cash 
position — between its secondary and its primary reserves. And 
if this is true for each individual bank it follows that it must 
be equally true of all the banks in each section of the country. 
In the final analysis, therefore, a smoothly functioning discount 
market of national proportions tends to give to short time capi- 
tal a greater measure of mobility and thus makes it possible for 
the country as a whole to use its liquid capital more advan- 
tageously. 
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CHAPTER XII 
COMMERCIAL PAPER 

The regulations of the Federal Reserve Board .relative to the 
use of the bankers’ acceptance in domestic trade have been such 
as to confine it to the financing of the great agricultural staples 
and to mercantile rather than to manufacturing operations. It 
has looked with disfavor upon the use of the acceptance as a 
means of financing those processes involving a change in the 
form of goods. The result is to leave a wide field for the use of 
commercial paper. It was noted in the preceding chapter that 
the call loan market and the open market for commercial paper 
represented, prior to 1914, our nearest approximations to a na- 
tional market for short-term capital. This use of commercial 
paper as a means of transferring liquid capital on a large scale 
renders it of sufficient importance to justify some measure ot 
elaboration. 

A. ITS NATURE AND USES 

The term ‘‘commercial paper” is used loosely in two different 
senses. In a broad, general sense commercial paper consists of 
the short-time notes of business firms and corporations given 
by the latter to banks or allied institutions in return for funds 
with which to finance their current operations. Such notes may 
be secured by collateral deposited with the bank, or they may be 
unsecured. As we shall sec later those notes that arc techni- 
cally “unsecured” are in reality secured by the net assets of the 
borrower. But such notes may be classified according to whether 
or not the lender is the commercial bank in which the borrower 
carries a deposit account. The notes and drafts which the bor- 
rower discounts at his bank constitute, in conjunction with all 
other such notes and drafts, the line of credit customers’ loans 
of the commercial bank. Such notes and drafts may be for 
round figures or for odd amounts. If the borrower is discount- 
ing a trade acceptance or a draft drawn under the authority of 
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a letter of credit the instrument is quite likely to be for an odd 
amount since it covers the selling price of certain goods which 
have been sold by the borrower to his customer. If his own 
note is discounted it is customary to draw the note for even 
hundreds or thousands of dollars. All such paper is commercial 
paper in a broad general sense. 

For reasons presently to be discussed, however, business houses 
at times find it cither necessary or convenient to borrow through 
agencies entirely outside their own banks. The most important 
agency of this character is the commercial paper house or note 
broker. The borrower arranges with one of these houses to lend 
it, say $500,000 for six months. The borrower prepares ordinary 
promissory notes, made payable to himself, and indorsed in 
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blank. This is done in order that title to such paper may pass 
by delivery without the necessity of further indorsement. The 
notes arc made out in round denominations of $2,500, $5,000, 
$10,000 and upwards in order that small banks, in spite of the 
legal limitations on loans to one borrower, may not be eliminated 
as potential purchasers. Thus in a loan involving $500,000 a 
considerable number of separate notes are required. This block 
of notes is sold to the commercial paper house and the borrower 
receives their discounted value, less the dealer’s commission. In 
the strictest sense this paper is known as commercial paper in 
contradistinction to the customers’ loans made directly by the 
individual commercial banks. It is to this class of paper to 
which attention is directed in the following pages. 

Commercial paper houses — like acceptance dealers — occupy a 
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position in the field of short-time capital corresponding to that 
of investment bankers in the field of long-time or fixed capital. 
In both cases they serve as media for the redistribution to in- 
dustry of money funds which have been gathered together in the 
first instance by commercial banks for liquid capital and sav- 
ings banks for permanent or fixed capital. The commercial 
paper house is thus a middleman between borrower and lender. 
The borrowers are well-established, widely known business houses 
with unquestioned credit standing; the ultimate lenders are the 
commercial banks. 

Commercial paper houses, like both acceptance dealers and in- 
vestment bankers, are usually unincorporated firms. There are 
fewer than a half-hundred houses specializing in commercial 
paper, and the great bulk of the business is conducted by less 
than one-third of these. Not all of them confine their operations 
to commercial paper. In several instances a commercial bank- 
ing business is also carried on, while others are active in the 
investment banking field. But in spite of the fact that they are 
few in number and do not confine their activities exclusively to 
this one field, they handle an immense volume of commercial 
paper. The range of outstandings since 1918 runs from a mini- 
mum of about $500,000,000 to a maximum of over $1,250,000,000. 

The capital of these houses is usually small in comparison to 
the volume of business handled by them. Ordinarily the paper 
is bought outright from the borrower at a flat rate, less the 
dealer^s commission of Vi of 1%, and the payment is made to 
the borrower upon delivery of the paper. The dealer expects to 
make his profit out of the handling commission and not from the 
interest which may be earned by holding it. For this reason, as 
well as because of the small volume of capital employed, a quick 
turnover is necessary. But during the period in which the paper 
is being marketed a portion of the funds needed to carry the 
paper may be borrowed from the commercial banks on the se- 
curity of the notes themselves. As the notes are disposed of 
funds arc received with which to liquidate the loan at the com- 
mercial bank or with which to make purchases of additional 
paper. As notes are sold they must be delivered to the buyers, 
but the new paper purchased may be substituted as collateral 
for the outstanding loan at the commercial bank. The process 
is a continuing one. Sales of paper previously purchased are be- 
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ing made at the same time that new issues are being negotiated. 
Throughout this process the commercial bank may be looked 
to for a good portion of the capital with which the business is 
actually conducted. 

We are now in position to consider this question: Under what 
circumstances do eligible borrowers find it expedient to utilize the 
facilities of commercial paper houses? Later we shall need to 
consider the desirability of the paper itself from the standpoint 
of those having short-time funds to lend. 

In giving attention to this question it is of the utmost impor- 
tance to understand that borrowing through commercial paper 
houses — generally referred to as borrowing on the open market 
— does not eliminate the necessity of borrowing from the local 
banks. To maintain a sound financial position the borrower 
must keep a line of credit open at the bank to which he can re- 
sort if the necessity arises. For this purpose it is necessary that 
the account be made a continually profitable one to the bank. 
Not only is an average free balance of substantial proportions 
essential for this purpose but the borrower must stand ready to 
borrow from the bank a reasonable proportion of his total re- 
quirements, The proper combination of these two factors tends 
to make the account most profitable to the bank. Customers 
who maintain such accounts are naturally considered highly de- 
sirable by the bank, and it is one of the axioms of good banking 
that deserving customers whose accounts are profitable must be 
taken care of in emergencies irrespective of the position of the 
bank. Situations may arise, even with firms of the highest credit 
standing, in which it is impossible for them to meet their ma- 
turing obligations without special banking assistance. So long 
as this condition is only temporary and does not connote any 
threat to the ultimate solvency of the borrower the bank stands 
ready to grant renewals of the loans made with it and even to 
furnish additional funds to take care of obligations elsewhere. It 
can be readily seen that the preservation with the local bank of a 
relationship such as this is a factor of safety to the typical cor- 
poration the importance of which can scarcely be overestimated. 

But the local bank may not be able to supply all the credit 
needs of a large customer. The maximum amount which may 
be loaned to one customer is limited by federal law to ten per 
cent of the lending bankas capital and unimpaired surplus. Most 
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state laws contain restrictions of similar import. When a large 
business is located in a fairly small community this legal limita- 
tion alone serves to prevent the local bank or banks from sup- 
plying all the funds which may be needed and to which the bor- 
rower is legitimately entitled. In a situation such as this it 
becomes necessary for the business house to meet a portion of 
its requirements through borrowing in a larger market. 

In the discussion of bank acceptances it was noted that a bank 
is enabled to supply funds to its customers indirectly by accept- 
ing drafts drawn against it and then to sell such acceptances on 
the open market, crediting the customer with the proceeds of 
such sales. The acceptance has possibilities in this direction but 
as yet it has not been widely used for this purpose. Furthermore 
the legal restrictions hedging in the granting of acceptance credits 
are so severe as to make it unlikely that the local bank through 
this method can meet all the needs of a large customer. Re- 
course to a wider market is still necessary. 

1. Advantages to the Borrower 

For a concern of the requisite size and credit standing no hard- 
ship is involved in the necessity to borrow on the open market. 
On the contrary it may be distinctly to its advantage to do so. 
Since the only paper which can be sold in this way is of a 
decidedly superior grade so far as risk is concerned, the rate of 
interest paid needs to be correspondingly low. For the twenty- 
five years from 1900 to 1924 inclusive commercial paper bor- 
rowers paid on the average somewhat less than five per cent 
for the funds borrowed in this way.^ Outside the larger cities 
bank accommodation can rarely be secured below 5^/2%, and it 
is usually six per cent or more. Through the medium of the 
open market, therefore, commercial paper borrowers obtain their 
funds more cheaply than would be possible otherwise. 

A second advantage to the firm borrowing on the open market 
lies in the prestige which accrues from this form of financing. 
The fact that a firm is able to borrow in this way is in itself 
conclusive evidence of its financial stability and responsibility. 
Before buying any particular issue of paper the commercial 
paper house conducts an exhaustive examination into the con- 
dition of the potential borrower. This is of the greatest im- 

*See p. 149, 
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portance because the reputation of the dealer is at stake. The 
buyers of the paper are located in all sections of the country 
and a large majority are thus at a distance from the borrower 
so great that no first-hand information is obtainable readily. In 
this connection it should be noted that the dealer does not guar- 
antee the paper which he sells. The security of the buyer rests 
exclusively upon the financial position of the borrower. Before 
buying, therefore, he wants complete information concerning the 
assets and liabilities of the borrower and a statement of his earn- 
ings over a period of years. All this the commercial paper house 
must be able to furnish and to vouch for. The buyer usually pur- 
chases the paper on an option basis. The option period runs 
from five to twenty days during which time the buyer is free to 
make his own investigation. The information which he gets in 
this way serves to check and to amplify the information fur- 
nished by the commercial paper house. If not entirely satisfied 
by the information thus independently secured he may return 
the paper to the dealer any time prior to the expiration of the 
option period. It is clear that a borrower who is able to meet 
successfully the scrutiny of such varied investigations must be 
in a thoroughly sound position. And the fact that he is able to 
meet it tends to enhance his prestige. 

The firm which borrows on the open market gains still another 
advantage. Because a goodly share of the necessary funds may 
thus be obtained in the central money market it is possible to 
keep open local bank lines of credit. In other words it is un- 
necessary to borrow locally as much as the home bankers are 
willing to lend. Should unforeseen contingencies arise such 
credit facilities may be resorted to. It would be difficult to 
overestimate the importance of this advantage. Quite properly 
such unused lines of credit.may be looked upon as being, for all 
practical purposes, synonymous with a corresponding volume of 
cash since the cash can certainly be secured when and if it should 
be needed. As a matter of fact the existence of such unused lines 
of credit is usually considered an essential condition precedent to 
borrowing on the open market. 

2. Disadvantages to the Boehoweb 

It remains to be noted that not all the factors bearing on the 
sale of paper on the open market are advantageous to the bor- 
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rower. The condition of his business is being continually in- 
quired about by the purchasers of his notes all over the country. 
Not only must he himself stand ready to answer all kinds of 
questions relating to his business but his bank must be in posi- 
tion to do likewise. And other local banks with whom he may 
have no business relationships whatever are constantly asking 
for information at the request of their correspondent banks in 
other places. The firms from whom he buys are solicited for 
facts concerning his buying methods and the promptness with 
which his bills are paid. Trade inquiries arc made in an effort 
to get at the standing of the house in the trade, its reputation 
for fair dealing and the character of the merchandise it sells. 
Needless to say all of this can be anything but pleasant to the 
subject firm. But it is one clement in the situation which must 
be met if the advantages of borrowing in the open market are 
to be availed of. 

A second disadvantage to the borrower from this form of 
financing arises out of the absolute necessity of meeting the 
notes at maturity. No renewals can be asked for, as may be 
done with notes maturing at the local bank. Whatever untoward 
circumstances may have arisen since the paper was marketed 
and which may make payment on the due date difficult it is 
nevertheless necessary to get the funds in some way with which 
to meet the notes. By maintaining a profitable account with the 
local bank the borrower is in a strategical position to seek as- 
sistance there. The importance of preserving satisfactory rela- 
tionships with the local bank thus becomes clearer. It con- 
stitutes a final bulwark to which the open market borrower may 
retreat with confidence in time of need. 

B. THE BUYERS OF COMMERCIAL PAPER 

By far the most important market for commercial paper is the 
commercial banks of the country. To these banks the commer- 
cial paper houses attempt to offer at all times a list of names 
which is diversified not only as to industry but also as to sec- 
tion of the country. Some idea of the actual diversification pos- 
sible may be gained from the following table which lists those 
industries having a considerable number of firms financing a por- 
tion of their requirements in this way during 1925. 
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DISTRIBUTION OP COMMERCIAL PAPER NAMES 
By Industries— 1925 


Business No, of Names 

Business No, of Names 

Wholesale grocery 

216 

Shoe manufacturers 

46 

Department store 

115 

New England cotton cloth 


Wholesale dry goods 

96 

mills 

46 

Wholesale light hardware.. 

93 

Furniture manufacturers. . . 

42 

Manufacturers of light and 


Wholesale lumber 

36 

heavy machines 

89 

Meat packers (excluding 


Wholesale hardware 

79 

the Big Four) 

29 

Southern cotton cloth mills. 

77 

Southern cotton yarn mills. 

29 

Flour millers 

56 

Converters of cotton goods 

27 

Manufacturers men’s wear. 

55 

Retail auto finance 

26 

Retail lumber 

54 

Lumber manufacturers .... 

25 

Wholesale drugs 

47 




Only those lines of business are listed in the above table which 
produced at least twenty-five borrowing firms. While the bulk 
of open market borrowing is found in these lines there are many 
firms in other lines which also make use of the open market. 

1. Advantages to the Buyeb 

(1) The need for diversification of the bank’s loans has been 
pointed out in another connection. And this diversification may 
be partially obtained by the investment of funds which tem- 
porarily are not needed locally in the high grade paper arising 
from these many different lines of industry. 

(2) But the ability to increase the measure of diversification 
of its loans is not the only advantage to the bank in buying 
commercial paper. This paper, as well as bankers’ acceptances, 
make it possible for the bank to keep employed advantageously 
that portion of its funds which is not required by deserving 
local customers. Some banks are subject to seasonal demands 
for funds to a greater degree than other banks, but it is certainly 
the exceptional bank which finds the local market just sufficiently 
strong throughout the year to absorb all its lending power. Al- 
most every bank is likely to find itself, at some time during the 
year, with surplus funds on its hands. 'From a profit-making 
standpoint it is of course desirable to transform such surplus pri- 
mary reserves — which ordinarily earn nothing — into secondary 
reserves which yield a fair rate of return. The investment 
of a portion of such surplus in commercial paper makes it pos- 
sible for the bank to regulate easily the size of its cash account. 

(3) Another advantage which commercial paper offers to the 
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bank is implicit in the preceding paragraphs. Reference is to 
the absence of personal considerations in buying the paper in 
the first place. The banker is usually acquainted personally with 
his customers. His respect for their business perspicacity, his 
intimate knowledge of their hopes and plans for the future, his 
anxiety for the continued success of local undertakings, his in- 
terest in the growth of his home city — all are factors which tend 
to militate against the free operation of his sound judgment. As 
a consequence many loans made to customers have little jus- 
tification when judged in the critical light of impersonal stand- 
ards. The criticism of his loan portfolio by the national or 
state bank examiner has brought the truth of this statement 
home to more than one banker. But there is nothing to inter- 
fere with the exercise of his best critical judgment in buying 
open market paper. He is not acquainted with the makers per- 
sonally and is uninterested in the growth of their businesses or 
of their communities. A fair proportion of such paper, soundly 
chosen, may thus serve to leaven the entire loan portfolio in spite 
of certain questionable loans to local customers. 

C. ITS RELATION TO OTHER OUTLETS FOR SURPLUS 

FUNDS 

Commercial paper is by no means the only outlet for such sur- 
plus funds. There are various other alternatives, and in choos- 
ing among the various possibilities the bank naturally aims to 
secure the greatest net advantage to itself. One of these other 
alternatives is the call money market. The advantage of dis- 
posing of the surplus funds in this way is that they can be re- 
called on one day^s notice. But the call money rate, year in 
and year out, is found to average lower than most other forms 
of investment. Another alternative is the purchase of bankers^ 
acceptances. These may also be realized upon without delay by 
sale to the federal reserve bank. The yield on this paper is also 
very low due to the short maturities and to the absence of any 
appreciable degree of risk. Long time readily marketable bonds 
are also a possibility. But from a theoretical standpoint this is 
an improper use to make of short time funds, and it has the ad- 
ditional disadvantage of low yield — if the bonds arc really high 
grade and readily marketable — and the possibility of loss through 
fluctuations in the current market prices of the securities held. 
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Probably to a greater degree than any of these commercial paper 
combines satisfactorily the factors of safety, liquidity and yield. 

Commercial paper possesses the quality of liquidity in high 
degree. The funds are used by the borrowers for purposes which 
lead to an early turnover and this makes possible the short ma- 
turities which are characteristic of commercial paper. The most 
common maturity is six months, although paper is sometimes 
marketed with maturities as short as two months and as long 
as ten months. Furthermore typical commercial paper is eligible 
for discount at the reserve banks when it has approached to 
within three months of the due date. A bank holding any con- 
siderable volume of this paper arranges its purchases so that 
portions of it are falling due at frequent intervals. Then if un- 
foreseen contingencies arise which make it necessary to trans- 
form a portion of its secondary reserves into primary reserves it 
is certain to be able to do so by disposing of the paper which ma- 
tures within the next ninety days to the reserve bank. 

1. Commercial Paper More Liquid than Loans to Customers 

Any comparison between the relative liquidity of the commer- 
cial paper holdings of a bank and the loans to its own customers 
must inevitably be favorable to commercial paper. If it is not 
paid at maturity the fact is known far and wide because of the 
breadth of the market in which it is sold. It is either paid at 
maturity or the maker defaults. There is no intermediate ground 
such as exists when funds are borrowed from the local bank. 
There renewals may be asked and are frequently granted be- 
cause the embarrassment may be only temporary, or because 
there are extenuating circumstances, or because insistence upon 
payment may force the borrower into bankruptcy. But there is 
no sentiment connected with the open market. The borrowing 
firm and the banker holding the paper usually are unknown to 
each other personally. The whole transaction is merely a cold- 
blooded business proposition. The notes must be paid on the 
due date or the credit of the maker is irretrievably impaired. 
Makers who are unable to meet all their current liabilities, 
therefore, will see to it that their open market maturities are 
taken care of first. Payment of the others may be deferred with 
results less disastrous to the general credit standing. The de- 
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gree of ultimate safety will be discussed presently; at this point 
we are interested in the fact that in the absence of complete in- 
solvency of the maker the bank holding commercial paper is 
certain to receive payment therefor on the due date. 

2. Comparison with High Grade Bonds as to Liquidity 

Among the various alternatives mentioned above as possible 
outlets for the temporary surplus funds of the commercial banks 
the purchase of high grade readily marketable bonds is fre- 
quently chosen. So far as the individual banker is concerned 
these bonds are liquid; that is, he can shift to others the burden 
of carrying them when it is no longer convenient for him to do 
so by the simple process of selling them through his brokers. So 
long as he can regain possession of his funds quickly he is not 
concerned over the fact that they are invested by others for fixed 
capital purposes. Of course there may arise sudden general emer- 
gencies in which he cannot recover at a moment^s notice the 
funds which he has invested in this way. Or if he can recover 
them at all it may be at a considerable sacrifice. This was true 
during the panic of 1907; the market prices of all long-time 
securities were depressed considerably below their intrinsic value. 
The closing of the stock market in the fall of 1914, following 
the outbreak of the great war, made it practically impossible 
to dispose of bonds at any price, although commercial paper ma- 
turities were in the main taken care of promptly even during 
this emergency. But in the absence of such cataclysmic events 
the individual banker can reasonably expect to dispose of his 
bonds at a fair price. Of course this fair price may be higher or 
lower than the price paid by the banker; in the one case he makes 
a profit, in the other a loss. 

George W. Edwards, writing in the Bankers Magazine,^ has 
the following to say on the bond-buying activities of banks: 

is frequently stated that commercial banks are traditionally poor 
bond buyers. A review of the statistics in the reports of the comptroller 
of the currency for certain periods seems to confirm this conclusion. 
The explanation becomes apparent if we consider the course of bond 
prices and of investment funds at the disposal of the banks throughout 
the upward and downward swings of the business cycle. Thus, in a 
period of prosperity, the demand for credit on the part of a bank’s 

‘Issue of February, 1027, pp. 158-9. 
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customers is heavy and so it has little money available for investment. 
At this very time high grade bonds are selling at a low price, but the 
bank does not possess the means of increasing its holdings. On the 
other hand, at the close of the period of business reaction the demand 
for commercial accommodation by business is small and so the bank has 
a large volume of funds available for investment. At this time bonds 
are selling at the highest quotations and with the upward turn of the 
business cycle they once more fall in value. In fact, this very rise 
and fall in sympathy with the movement of the business cycle is par- 
ticularly true of the so-called gilt-edged securities which contain only a 
small element of risk.” 

Thus we see that the course of events is such that banks are apt 
to buy bonds when their price level is high and then the likelihood 
is that they will have to sell them in an unfavorable market. 

While such fluctuations may serve to distort considerably the 
rate of profit on such investment they are not apt to be great 
enough seriously to threaten the principal. On the other hand, 
because of its short maturities commercial paper remains at par 
and it is possible to foretell the exact rate of return when short- 
time funds are disposed of in this way. 

3. Relative Safety of Bonds and Commercial Paper 

But what about the relative degrees of safety of these two alter- 
native methods of utilizing temporary surplus funds? The safety 
of high grade bonds conceivably might be suflBciently greater 
than the safety of commercial paper more than to offset the 
unfavorable comparisons in the preceding paragraphs. It is evi- 
dent that an answer to this question must be obtained before any 
conclusive decision can be reached concerning their relative merits. 

Considerable light is thrown on this problem by studies con- 
ducted by the National Credit Office. That the results obtained 
are extremely informative will be seen by a study of the follow- 
ing tables: 

TABLE I 

COMMERCIAL PAPER LOSSES 



Paper Held 
by Banks 

Losses 

Rate of Loss 
to Holdings 

1922 

1850,000,000 

$ 112,500 

.00013 

1923 

920,000,000 

212,500 

.00023 

1924 

960,000,000 

1,011,250 

.00105 

1925 

820,000,000 

715,700 

.00087 
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TABLE II 


LOSSES ON BONDS AND SECURITIES OF NATIONAL BANKS 


NaVl Bank Investment in 
Bonds and Securities 


Losses 


Rate of Loss 
to Holdings 


1922 

$2,207,291,000 

$26,086,000 

1923 

2,203,995,000 

14,885,000 

1924 

2,588,232,000 

19,013,000 

1925 

3,193,677,000 

25,301,000 


TABLE III 


.0118 

.0064 

.0073 

.0079 


COMPARISON OF LOSSES 



Commercial Paper 

Bonds 

1922 

.00013 

.0118 

1923 

.00023 

.0064 

1924 

.00105 

.0073 

1925 

.00087 

.0079 


A study of the figures in Table III reveals the fact that for 
the four years covered the rate of loss on bond investments was 
approximately seventeen times the rate of loss on commercial 
paper. This furnishes fairly conclusive evidence that so far as 
safety is concerned commercial paper outranks the bonds which 
banks actually purchase and hold. 


4, Comparative Yield of Bonds and Commercial Paper 


Where the losses on bond investments arc large one naturally 
expects to find a correspondingly large yield. May not the 
greater percentage of loss in the bond investments of national 
banks be compensated for in this way? Wliether this is the 
case or not can be readily determined. The National Credit 
Office furnishes figures giving the average yield on commercial 
paper by five-year periods since 1900. With these figures may 
be compared those supplied by the Standard Statistics Company 
covering the average yield on high grade bonds. The Standard 

TABLE IV 

COMPARATIVE YIELDS OF COMMERCIAL PAPER AND HIGH 

GRADE BONDS 



Commercial Paper 

Bonds 

1920-1924 

5.44% 

5.29% 

1915-1919 

4.58 

4.89 

1910-1914 

4.83 

4.51 

1905-1909 

4.96 

4.33 

1900-1904 

4.65 

4.15 

25-year average 

4.89 

4.63 
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Statistics figures are based on the average weekly prices of fifteen 
each prime municipal bonds, public utility bonds, railroad bonds, 
and industrial bonds. The comparison is given in Table IV. 

It will be noted that in only one of the five-year periods in 
the table does the bond yield exceed the commercial paper yield, 
while for the entire twenty-five-year period the yield on commer- 
cial paper is considerably better than the bond yield. Thus it 
appears that banks not only suffer a much greater rate of loss 
on bonds than on commercial paper but at the same time earn a 
lower and not a higher rate of return. 

The advantage on the side of commercial paper is not so great, 
however, as it appears to be from these figures. Banks do not 
confine their investments in bonds to the four groups used as a 
basis for the Standard Statistics computation. Their holdings 
of government bonds are always large but these are left out of 
account for this comparison inasmuch as government bonds are 
more properly compared with bankers^ acceptances both as to 
safety and yield. But banks also invest heavily in real estate 
bonds and other local securities yielding much higher returns 
than the high grade bonds used for the above comparison. While 
no figures are available it appears likely that a reasonable pro- 
portion of their total losses on bond investments is applicable to 
these types of investments. Furthermore, even to the extent 
that municipals, public utilities, railroads and industrials are 
held they do not all belong necessarily in the *^high grade^^ cate- 
gory. The holding of lower grade bonds presumably increases 
the yield and the losses on such issues are included in the com- 
putation above. The comparison would be fairer if we could 
obtain both the average rate of loss on the bonds actually held 
by banks and also their actual yield. 

This discrimination against bonds is partially compensated for 
in another way. Commercial paper is bought on a net basis — 
there are no commission charges to be paid by the buying bank. 
But with bonds a commission must be paid for each purchase and 
sale. When bonds are purchased with funds only temporarily 
available for this purpose, and are accordingly held for only a 
short time, these commission charges serve to decrease materially 
the net yield. In other words the gross yield on bonds must be 
considerably larger than the gross yield on commercial paper if 
the net yields are to be equal. All things considered commercial 
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paper appears to compare favorably with bonds with respect to 
the net yield actually earned by the holding bank. 

As an avenue for the outlet of funds only temporarily available 
for outside investment commercial paper seems to hold a definite 
advantage over bonds with respect to all three factors — liquidity, 
safety and yield. 

5. Comparison with Stock Market Loans 

Loans to stock brokers provide another alternative outlet for 
the funds which a bank is temporarily unable to use to advan- 
tage at home. A goodly proportion of these loans are time loans, 
as the brokers find it both economical and safer to finance their 
minimum requirements in this way; the remainder they secure 
through demand loans. Whether the loans are time or demand 
they are secured by stock market collateral the value of which is 
from ten to thirty-five per cent in excess of the amount loaned. 

Demand loans differ from time loans in that the duration of 
the loan may be terminated on any business day at the will 
either of the borrower or lender. When the bank wishes to re- 
gain the use of its funds it ^^calls^^ the loan, that is, it notifies 
the broker that payment is demanded. Such notification is 
usually made before twelve o^clock, and the broker is then re- 
quired to pay off the loan before 2:15 in the afternoon. It 
is no great hardship on the broker to do this, since he merely 
borrows the money from another bank, gets a certified check 
for the amount involved, presents the check to the calling bank 
and recovers his collateral. According to the Collateral Loan 
and Trust Agreement which these brokers are required to sign the 
bank is privileged to sell the securities and recover its funds in 
that way if the broker fails to repay the loan when it is called. 

Interior banks are able to make such loans only through the 
intermediation of their New York correspondents. This is one 
of the many services which New York banks stand ready to per- 
form for their interior banking correspondents. When such loans 
are made the New York bank does not guarantee the loan, but it 
agrees to give it the same care and attention which it gives 
its own loans. In the past this service has been gratis, but on 
February 25, 1926, the New York Clearing House Association 
passed an amendment to its constitution requiring members to 
make a charge of not less than five per cent of the interest re- 
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ceived upon all collateral loans placed in behalf of correspon- 
dents. According to computations made by the National Credit 
OflBce this charge decreases the net return on such loans, both 
time and demand, from one-fifth to one-fourth of one per cent. 
They have also prepared the following table which shows the 
actual net returns on commercial paper and call loans at identi- 
cal rates of interest and discount: 

TABLE V 

COMPARATIVE NET RETURNS ON COMMERCIAL PAPER AND 

CALL LOANS 


Rate of Interest 

Commercial 

Paper 

Call Loans 

Yearly 

SiY Months’ 

Ye\rl^ or Sly 

or Disc. 

Basis 

Basis 

Montils’ Basis 

5% 

5.26% 

5.13% 

4.75% 

45% 

4.99 

4 88 

4.51 

4i% 

4.71 

4.60 

4.27 

4i% 

4.44 

4.33 

4.03 

4% 

4.17 

4.08 

3.80 


At each nominal rate of interest or discount it will be observed 
that the net return on commercial paper is not only higher than 
the corresponding net return on call loans but it is also higher 
than the nominal rate of interest itself. This latter fact is due 
to the difference between bank discount and true interest. When 
a banker buys six months commercial paper, carrying 5% inter- 
est, to the face value of $10,000 the amount he actually pays is 
$9,750. At maturity he receives the full $10,000. The difference, 
or $250, is the amount earned by holding the paper until maturity. 
And this $250 represents 5.13% on the investment of $9,750 for six 
months. At the same time $10,000 loaned on call at an average 
rate of 5%, after the above mentioned charge of the New York 
bank for handling is deducted, yields a net return of only 4.75%. 

The comparison in Table V is based on assumed identical 
nominal rates of interest or discount for both commercial paper 
and either time or call loans made to stock market brokers. It 
furnishes conclusive proof that even when these nominal rates 
are the same a considerable net advantage in the form of larger 
yield accrues to the holder of commercial paper. But the call 
rate and the commercial paper rate commonly are not identical. 
The funds for these two purposes arc drawn mainly from the 
same source — the temporary surpluses of the different individual 
banks of the country. But the forces governing the demand 
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for funds for these two purposes are not identical, although there 
is some degree of interrelation. A large volume of commercial 
paper seeking a market supplies evidence of the current activity 
of business. A heavy demand by brokers for funds with which 
to finance their stock operations connotes activity in the stock 
market, usually at rising prices. Rising prices of securities and 
current activity in business are not unrelated, since a larger 
volume of business usually means larger profits and larger profits 
tend to enhance the values of the corresponding securities. But 
speculation is an important element in stock market operations, 
professional traders and those in control of large industrial en- 
terprises being primarily interested in what the values of securi- 
ties will be in the near future rather than their present values. 
This is what is meant when it is said that the stock market 
attempts to discount the future course of business activity. But 
whatever may be the fundamental forces at work the fact re- 
mains that it is only accidental and temporary when the call 
rate and commercial paper rate coincide. And in the long run 
the call money rate averages lower than the rate for commercial 
paper. This rate attracts general attention only when it is very 
high, as it was during the fall of 1919 and the early part of 
1920. Such instances are rare. In recent years it has commonly 
fluctuated between three per cent and five per cent. Certainly 
the average rate for the last five-year period is lower than the 
average rate of. 6.44% shown in the table for commercial paper. 
We have seen that even at identical nominal rates commercial 
paper affords a more profitable outlet for temporary surplus 
funds; with the call loan rate normally lower the advantage in 
favor of commercial paper is still greater. 

D. ITS GENERAL ECONOMIC SIGNIFICANCE 

The discussion to this point has been intended to make clear 
the advantages both to banks and to borrowers of a broad and 
active market for commercial paper. We have seen that the 
large borrower whose credit standing can bear the closest scru- 
tiny is able to secure funds in spite of the fact that his local 
bank or banks are unable to furnish sufficient for his needs. Not 
only this but he is able to get a portion of his capital in the cheap- 
est market. We have seen that the commercial paper market 
provides the bank with an avenue through which funds that can- 
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not be wisely or advantageously used at home may find a mar- 
ket elsewhere. Each comparison with other forms of outside in- 
vestment has turned out to be favorable to commercial paper. 
All this is of great significance from the general economic stand- 
point. Capital is rendered more productive through this transfer 
of money funds from sections abundantly supplied to other sec- 
tions where capital is relatively scarce. Where economic inter- 
ests are as diverse as we find them in the United States the maxi- 
mum need for short-time capital comes at different seasons of 
the year in different sections of the country. Through the com- 
mercial paper market a high degree of mobility is given to this 
liquid capital, moving it in turn to one section after another. 
The cheap or what might be otherwise unused credit of one sec- 
tion is thus placed at the disposal of other sections where it can 
be eflBciently utilized. This serves not only to minimize differ- 
ences in interest rates in different parts of the country but also to 
facilitate a wider distribution of the productive process with the 
consequent more efficient utilization of our economic resources. 

In concluding this discussion it seems appropriate to quote 
the following from a pamphlet on The Story of Commercial 
Paper, issued by the National Credit Office in July, 1926: 

'The open market has had its greatest development during the past 
nineteen years; that is, since the panic of 1907, when commercial paper 
earned its reputation as the soundest form of secondary reserve for 
commercial banking institutions. From October to December, 1907, when 
listed stocks and bonds were turned into cash at any pricT3, and from 
August to November of 1914, when the New York Stock Exchange was 
closed, the holdings of banks in long term securities depreciated very 
materially in market value. During these two crucial periods outstand- 
ing commercial paper in the folios of banks was paid with clock-like 
regularity as it fell due, and opportunely afforded the funds to holding 
banks for meeting the sudden increased demands from depositors. 

"The sale of commercial paper has become an acknowledged sound 
business practice during this period because of the two distinct funda- 
mental requirements it meets so adequately; (1) that of the bank 
as a safe, self-liquidating form of short-term investment; and (2) that 
of the business enterprise as a means of furnishing funds in the most eco- 
nomic manner, for current or seasonal operations.” 
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CHAPTER XIII 

DOMESTIC AND FOREIGN EXCHANGE 

The prime function of the commercial bank, as pointed out in 
Chapter II, is the furnishing of short-time capital to finance the 
productive and distributive processes of industry and commerce. 
In the performance of this function, as will be shown later, the 
commercial bank transfers back and forth among the different 
members of the community rights or titles to concrete capital 
goods. The rights arc transferred not only from individual to 
individual, but also from city to city and from one country to 
another. This places the commercial bank at the heart of the 
exchange system, both national and international. The concrete 
instruments evidencing the rights or titles to goods capital thus 
pass through the commercial bank. Many of these credit in- 
struments have already been touched upon, such as the ordinary 
bank check, the certified check, the promissory note and the 
bankers^ acceptance. In the various ramifications of domestic 
and foreign exchange, however, there are still others, an under- 
standing of which should tend to throw some light on the prob- 
lems involved in their use. Among these might be mentioned in 
particular the bill of exchange, the trade acceptance and the 
letter of credit. 

A. BILLS OF EXCHANGE 

A bill of exchange is an unconditional order in writing, ad- 
dressed by one person to another, signed by the person giving it, 
requiring the drawee to pay on demand or at a fixed or deter- 
minable future date, a definite sum of money, to order or bearer. 

Its origin is a debtor-creditor relationship which places one in- 
dividual under the necessity of paying out money at the order 
of another. The most common means by which this relationship 
is established is the sale of goods or services without advance 
payment of the purchase price. In a few lines of industry it is 
customary for the buyer to pay for the goods as soon as they 
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are received. In such cases the bill of exchange takes the form 
of a sight drajt, which must be paid by the drawee on presen- 
tation. The shipper attaches the bill of lading and otlier essen- 
tial shipping documents to the draft and deposits it with his bank 
for collection. The draft goes forward through ordinary banking 
channels to the city in which the buyer is located. In order to 
get possession of the goods the buyer must first get possession 
of the bill of lading, and to do this it is necessary for him to go 
to the bank and accept the sight draft by paying the face amount. 
That bank makes remittance to the seller^s bank, upon receipt 
of which the seller’s account is credited and he thereby receives 
payment for the goods. 

1. Trade Acceptance 

In most lines of business, however, it is customary for the 
buyer to pay for the goods only after the elapse of a specified 
number of days or months during which time he should be able 
partially to liquidate the goods purchased and tlicreby be put 
in funds with which to pay for them. In such cases the bill of 
exchange — when used at all for this purpose — takes the form 



of a time draft. When the buyer’s credit standing is known 
to the seller, and is sufficiently satisfactory, the draft is drawn 
directly against the buyer and directs him to make payment upon 
the expiration of a definitely stated period of time. In domestic 
transactions this draft is mailed by the seller to the buyer, along 
with the invoice. Across the face of the draft the buyer writes 
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“Accepted,” the date, where payable, and his signature. In 
effect it then becomes a promissory note and obligates the ac- 
ceptor to make payment of the amount stated at maturity. This 
is known as a trade acceptance and is returned to the seller who 
can discount the instrument if necessary and receive at once 
the proceeds of the sale. 

2. Bank Acceptance 

In another connection attention was called to the fact that 
if the buyer's credit standing is unknown to the seller he may 
make arrangements with his bank to accept the draft, in which 
case the seller draws his draft against the bank specified. The 
seller is thus given positive assurance that payment for the goods 
will be made after the elapse of the credit period specified. 

B. BOOK CREDIT 

In the United States the vast majority of credit sales are made 
without the use of such negotiable instruments as the bill of 
exchange. The seller merely charges the buyer with the selling 
price of the goods on his books and mails an invoice giving de- 
tails of the transaction. In order to encourage prompt payment 
there is usually allowed a discount in case payment is made 
within a specified number of days. This custom arose during 
the last forty years of the nineteenth century when the value 
of our monetary unit fluctuated through a vride range. Between 
1862 and 1879 greenbacks were the standard and their value was 
so uncertain that sellers preferred to give a considerable discount 
in order to encourage prompt i)aymeni rather than to risk receiv- 
ing in six months greenback dollars which might be worth much 
less than at the time the goods were sold. Between 1879 and 
1896 the agitation for the free and unlimited coinage of silver 
dollars at the 16 to 1 ratio had such widespread support that 
there was always present the danger that we might adopt a 
silver standard dollar worth much less than the gold dollar. 
With the election of 1896 and the passage of the Gold Standard 
Act of 1900 the danger of rapid changes in the value of the dol- 
lar disappeared but the practice of selling goods on open account 
and allowing cash discounts still remained. The system has the 
advantages of simplicity and flexibility. It does not, however, 
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put into the hands of the seller an instrument in which the 
buyer has acknowledged his debt and specified definitely the exact 
date of payment. These qualities are definitely embodied in the 
trade acceptance, and tend to make that instrument highly de- 
sirable to the banker. When the latter discounts a trade accep- 
tance there is reasonable assurance that the bank’s funds are 
being used to finance a current sale of goods, which, in the nor- 
mal course of events, will liquidate itself through payment by 
the buyer, i.e., the aceeptor of the draft. If he fails to pay the 
bank still has recourse to its own customer. Hence trade accep- 
tances can be discounted at the bank to advantage. There has 
been considerable agitation in recent years for a return to the 
older practice, and the one which is commonly used in other coun- 
tries, of drawing trade drafts for acceptance of the buyer. Some 
progress has been made in this direction but the vast majority 
of credit sales are still made on open book account. 

C. INTERNATIONAL TRADE 

The exchange process is more complicated when the buyer and 
seller are residents of different countries. The distance between 
the two is usually greater and there is smaller opportunity for the 
seller to become thoroughly familiar with the credit standing and 
general reliability of the buyer. Furthermore, each country has 
its own monetary unit, yet it is necessary for the seller promptly 
to receive payment for the goods whieh he sells in the money of 
his own country and for the buyer to make payment for the 
goods which he buys in the money of his country. The interme- 
diation of the banks becomes, therefore, of even greater impor- 
tance than it is in domestic trade. The trade acceptance is used 
to some degree in foreign trade, but its use, as we have seen, is 
conditioned upon the willingness of the seller to rely upon the 
trustworthiness of the buyer. To do this intelligently he needs 
to know more about the buyer than is customarily known about 
business firms of ordinary size in other countries. It is necessary 
much more frequently, therefore, for the buyer’s bank to validate 
his responsibility to the seller in the other country. This is done 
through the combined use of the letter of credit and the banker’s 
acceptance. 
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1. Letter of Credit and Bank Acceptance 

Each bank must be familiar with the credit standing of its own 
customers. When a customer wishes to import goods from some 
other country he goes to his bank and signs a contract for the 
purchase of a letter of credit. By the terms of this contract the 
bank agrees to accept drafts drawn by the seller of the goods up 
to a specified amount when such drafts are accompanied by ship- 
ping documents giving title to the goods and are drawn within 
a stated period. The customer of the bank binds himself to 
redeem each bill drawn under the authority of this letter of 
credit before maturity. He agrees further that the goods im- 
ported shall be the property of the bank until all obligations 
have been discharged. He agrees also that the bank is not to be 
responsible for or to guarantee the goods in any respect. In 
case the goods should be of an inferior quality, or not the kind 
ordered, the buyer is still obligated to meet the drafts at ma- 
turity. In disputed matters his only recourse is to the seller 
of the goods in the other country. It will be helpful to consider 
an illustration of the mechanics of the process involved. 

The A Company of New York, a customer of the National 
City Bank, wishes to buy goods from the B Company of Lon- 
don. The price and terms are agreed upon between the two 
firms. The A Company contracts with the National City Bank 
for a letter of credit, under the terms of which the B Company 
may draw drafts against the National City Bank for a period of 
one year, and the National City Bank agrees to accept such 
drafts. The A Company mails the letter of credit to the B 
Company in London, together with its order for the merchandise 
desired. The B Company is thus assured that if it follows the 
instructions laid down in the letter of credit the goods will be 
paid for at maturity of the drafts. Accordingly the B Company 
proceeds to ship the goods and to draw a draft against the Na- 
tional City Bank to which it attaches the shipping documents. 
Armed with the letter of credit it takes the draft and docu- 
ments to its London bank and offers it for sale. The London 
bank learns from the letter of credit that there is no doubt about 
ultimate payment of the draft at maturity. The goodness of the 
paper offered for discount being unquestioned the London bank 
is under obligation to its customer to take it, this being one of 
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the services which banks perform for their customers in the 
ordinary course of business. The purchase of the draft means 
that the customer’s account is credited at once with the pro- 
ceeds — in pounds-sterling — while the bank acquires the right to 
an equivalent sum — in dollars — in New York, several months 
hence. To exercise this right the London bank forwards the 
draft and shipping documents to its New York correspondent, 
which may or may not be the National City Bank. Let us 
assume that the Chase National Bank is the correspondent of 
the London bank. The Chase National presents the draft to 
the National City for acceptance and then follows whatever in- 
structions the London bank sent as to its disposition. There are 
two alternatives. The London bank may wish to invest in this 
acceptance itself, at least temporarily. If so it merely instructs 
the Chase to hold the acceptance for its account. During the 
time it is so held the London bank is earning the interest on the 
amount involved. The London bank may, however, need addi- 
tional free funds in New York against which it may itself draw 
drafts. In that event it instructs the Chase National to sell 
the acceptance and credit the London bank’s account with the 
proceeds. This being done the net result of the entire transac- 
tion so far as the London bank is concerned is that it has ad- 
vanced the discounted value of the draft to its customer in Lon- 
don and acquired the right to the same sum in New York. The 
B Company has received payment for the goods sold in its own 
money; the A Company has received the goods and after the 
expiration of the agreed upon credit period it places funds in 
the National City Bank with which the latter can make pay- 
ment of the acceptance when it is presented on the date of 
maturity. 

We have seen that one of the most important functions of the 
commercial bank is to assist in the financing of the various 
stages in the onward march of commodities from the manufac- 
turer to the final consumer. In the illustration just given it is 
pertinent to raise the question as to who is actually supplying the 
funds during the credit period. In case the London bank does 
not care to invest in the acceptance and accordingly gives the 
Chase Bank instructions to sell the acceptance and credit its 
account it is evident that the purchaser of the acceptance in 
the New York money market is actually financing the transac- 
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tion. We have already seen that the purchaser is some financial 
institution, corporation, or individual having surplus funds tem- 
porarily available for short-time employment. Whoever it is 
that purchases this particular acceptance is, therefore, financing 
the transaction in the illustration during the credit period. 

From seven to ten days ordinarily elapse, however, between 
the purchase of the draft by the London bank and the conse- 
quent immediate advancing of the proceeds to its customer, and 
the acceptance and sale of the draft in New York with the con- 
sequent crediting of the London bank’s account in New York. 
Apparently during this interim the London bank is financing the 
transaction. But this is not necessarily the case. When the 
draft which was purchased reaches New York and is accepted 
by the New York bank and sold there the balance of the Lon- 
don bank is increased. As soon as it purchases the draft from its 
customer, therefore, the London bank is in position to sell its 
own drafts against such increased balance. The draft or drafts 
which it sells on this account cannot reach New York before the 
draft that it bought, and the latter provides cover for the for- 
mer. In other words the London bank need not defer selling its 
own drafts against its prospective increased balance in New York 
until such prospective increase becomes actual because it takes 
just as long for the drafts which it sells to reach New York 
as is required for those that it buys. Thus the London bank 
may recover the same day an amount equal to the funds ad- 
vanced to its customer. 

Such procedure presupposes, of course, a broad and active mar- 
ket for bankers’ drafts. Only wdiere such a market exists is there 
any certainty of a demand for the drafts the bank wishes to sell 
as offsets to those which it has purchased. Markets of the 
necessary activity and magnitude are confined to the principal 
financial centers of the world such as New York, London 
Paris, Amsterdam, Rome, Tokio, etc. In such cities the demand 
for and supply of rights to funds in the other princijial centers 
are sufficiently broad and active to insure that banks need not 
finance the transit period unless they wish to do so. As a mat- 
ter of fact it is customary for the conservative bankers in New 
York who deal extensively in foreign exchange to offset day by 
day by compensating purchase and sale all those transactions 
which they have handled for their customers. By doing so they 
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not only avoid financing the transit period but also avoid specu- 
lation in exchange rate fluctuations. 

2. Rate op Exchange 

The rate of exchange is the number of units of the money of 
one country, in that country, which it is necessary to pay to 
secure the right to a unit of the money of another country in 
that other country. When the rate for sterling exchange is 
$4.85 one must pay that sum of money in this country for the 
right to one pound sterling in England. By dividing the num- 
ber of grains of gold in the pound (113) by the number of grains 
of gold in the dollar (23.22) the par of exchange is obtained. 
So long as there is unrestricted movement of gold between one 
nation and the others the actual rate fluctuates around this par 
point. The variations above and below par are principally due 
to the fact that while in the long run exports and imports for a 
given nation tend to equal each other, for short periods of time 
this is not necessarily or even generally the case. Temporary 
excess of imports occasions excessive demand for the foreign 
currency with which to pay for the goods and services which are 
being brought into the country and the rate goes uj). When ex- 
ports exceed imports the rights to funds abroad accumulate in 
the banks and the rate goes down. But equilibrium tends to be 
established at a point not far removed from the par of exchange, 
as we shall see in a moment. 

International trade is essentially barter. Each nation offsets 
the goods which it purchases abroad with its exportable commodi- 
ties and services, and settlement of these transactions is effected 
through the great banks of the principal financial centers of the 
various countries. These banking houses carry balances with 
banks in other countries. In so far as their foreign exchange 
business is concerned the stock in trade of these banks is funds 
abroad. They buy the drafts of exporters, which, when collected 
and credited to their accounts, increase their funds abroad. They 
are then in position to sell to importers or others needing rights 
to funds in foreign countries their own drafts against such bal- 
ances. In seasons when exports exceed imports the money value 
of the drafts offered the banks by exporters is greater than the 
demand of importers for drafts with which to pay their obliga- 
tions abroad. The stock in trade of these foreign exchange in- 
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stitutions thus tends to become greater than seems desirable. 
They are less inclined to buy drafts and more anxious to sell 
their own drafts. In such circumstances the price tends to go 
down; the exporter gets less for his drafts when he sells them 
and the importer is able to buy drafts to cover his purchases at a 
lower figure. This cannot continue indefinitely, however, for 
both the exporters and importers have another alternative. 

The international medium of exchange is gold and this may be 
used directly between the buyers and sellers. There is some ex- 
pense connected with shipping gold, however, such as boxing, 
cartage, freight, insurance, abrasion and loss of interest while in 
transit. The amount of such expense ordinarily sets the lim- 
its to which exchange rates may depart from par; should the 
si)read become greater it would be cheaper actually to ship the 
gold. 

In actual practice the banks themselves attend to the interna- 
tional movements of gold. The Sterling rate falls with an excess 
supply of Sterling bills, which causes the London balances of the 
New York banks to grow disproportionately large. In order to 
realize upon these balances the New York banks will offer their 
Sterling drafts at lower and lower rates. If the demand remains 
insufficient to take up the slack in these foreign balances when 
the rates become so far removed from par that the expense of 
importing specie is thereby covered the banks will order gold 
shipped in and thus reduce their London balances to the desired 
figure. With the rates so low and their London balances reduced 
by the shipment of gold they are then in position to buy all the 
exporter’s drafts which are offered and if necessary to continue 
to import gold to realize on such purchases. This means that 
the rates cannot depart from par a greater distance than will 
cover the cost of moving the gold. 

The situation is reversed w’^hen imports are exceeding exports. 
Then the demand for bankers’ drafts with which to pay for the 
imports becomes so heavy that the balances of New York banks 
in London are in danger of being wiped out. The bankers become 
more reluctant to sell their drafts except at increasing rates and 
are willing to pay more for the drafts which exporters are draw- 
ing. If the demand for London funds continues the rates in- 
crease to a point above par which is sufficient to cover the cost of 
exporting gold in order to replenish the jeopardized foreign bal- 
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ances. Immediately upon shipping the gold the New York bank 
is able to offer an unlimited volume of its own drafts against it. 
The gold will reach London as soon as the drafts and thus pro- 
vide cover for them, and with rates so high this process can be 
continued indefinitely by the banks, or so long as there is demand 
for funds abroad at rates high enough to meet the expense of 
the specie shipments made to cover. 

With the exception of interest during the transit period the 
expenses of specie shipment are normally constant. As interest 
rates vary from time to time the exact distance from par at 
which it becomes profitable to ship gold varies also. It is more 
accurate, therefore, to speak of gold-importing regions and gold- 
exporting regions rather than import and export points. Fur- 
thermore, the rate needs to go farther below par before it be- 
comes profitable to bankers to import gold than is required above 
par in order to make profitable the export of gold. This is due 
to the fact that when gold is imported by a New York bank 
the loss of interest extends over a greater number of days. From 
the time the gold is withdrawn from the Bank of England until 
it is deposited in the Federal Reserve Bank in New York no use 
can be made of it by the importing bank. The number of days^ 
interest lost thus may range from ten to twenty days. When the 
New York bank exports gold, however, it may sell drafts against 
the gold immediately, being certain that the gold will reach 
London as soon as the drafts and thus will cover the drafts sold. 
If the gold can be withdrawn from the Federal Reserve Bank on 
the same day that the ship which is to carry it is sailing there 
need be no loss of interest. It is commonly necessary, however, 
to get it out the day before, in which case one day^s interest is 
lost, and this may be increased to three days when the ship sails 
on Monday or Tuesday with either Saturday or Monday a bank 
holiday. In this way we account for the fact that it becomes 
profitable to export gold before the rate reaches three cents 
above par while it may be unprofitable to import it until it is 
more than three cents below par. 

a. Interrelations of the Rates of Exchange 

The basic rate in foreign exchange is the rate for bankers’ 
demand drafts. As we have seen these are merely checks drawn 
by a banker in one country against his free balance in the bank 
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of another country. This rate is also known as the sight rate or 
check rate. The rate which bankers will pay for the commercial 
bills offered them by their customers and which serve to build 
up their balances abroad is always lower than the rate for their 
own drafts against such balances. This is due not only to the 
fact that such bills arc commonly time bills but also to the fact 
that some risk is involved because the credit standing of commer- 
cial houses is not so good as that of the large international 
banks. 

But not all bankers’ bills are sight bills. There are also 
bankers’ long bills which usually run for from sixty to ninety 
days and are used for two principal purposes. The first and 
most important of these purposes is to enable a bank in one 
country to take advantage of a favorable combination of ex- 
change rates and interest rates to borrow or to lend money in 
another country. Suppose Lloyd’s bank in London wishes to 
lend $1,000,000 in the New York market. It instructs its New 
York correspondent, say the Guaranty Trust Company, to draw 
a long bill against it for two hundred thousand pounds, to sell 
the bill in New York, and to loan the proceeds. The Guaranty 
Trust Company sells the draft to the National City Bank, which 
forwards it to London for acceptance and sale and credit to its 
London account. In the meantime the Guaranty Trust Com- 
pany })roceeds to lend the proceeds in the New York money 
market. 

Bankers’ long bills are also made use of to some extent in 
commercial transactions involving the importation and exporta- 
tion of goods. The rate for bankers’ long bills is lower than tlic 
rate for demand bills, and when they serve the customer’s pur- 
pose just as well they will naturally be preferred. Furthermore, 
the customer may be im])orting goods from some country on 
which exchange is not always available. To make certain of 
being able to meet his obligation there at maturity he may pur- 
chase a banker’s long bill. This gives the banker a sufficient 
length of time to provide cover for the bill at maturity. 

The right to funds abroad may also be transferred by cable. 
The cable rate is always slightly above the rate for bankers’ de- 
mand drafts or checks due to the fact that the balance abroad 
is charged with the amount transferred immediately, whereas 
when a check is sold the account is not charged until the check 
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can actually get there. Interest is thus involved in the cable 
rate and it is this factor primarily which makes the rate slightly 
higher than the demand rate, the cost of transmitting the mes- 
sage being added to and not a part of the rate. In spite of the 
higher rate for cables it may be to the advantage of one who 
has a payment to make in London ten days hence to refrain 
from buying a bankers’ sight draft today. He can thus have 
the use of his funds here for nine days and then make the trans- 
fer by cable. Cable transfers have to be resorted to at times 
when unforeseen contingencies arise making necessary imme- 
diate payment of funds abroad. 

We thus come back to the main proposition that the sight or 
demand or check rate is the basic rate. All other rates are de- 
rived from this. All the forces tending to alter the rates for 
funds abroad come to a focus in the rate for bankers’ demand 
drafts. These drafts arc customarily used by importers, as we 
have seen, in making payment for the goods which they purchase 
abroad. As imports increase the demand for sight drafts to pay 
for them increases also. The price which must be paid depends 
upon the condition of bankers’ balances abroad against which 
these drafts are issued. It will be recalled, also, that the bal- 
ances abroad are built up by buying the commercial drafts of 
exporters, which are usually long bills and have to be discounted 
in the foreign financial center. It is apparent, therefore, that the 
going check rate is an index of the general need for funds abroad 
as compared with the supply of such funds. Furthermore, in the 
check rate interest is not involved, due to the fact that commer- 
cial long bills purchased today will reach London in time to 
cover the banker’s own drafts sold today. 

The spread between the different rates is thus mainly a func- 
tion of interest and risk. Both are practically eliminated in the 
bankers’ demand draft. The cable rate is a little higher be- 
cause of the loss of interest involved. The rate for bankers’ long 
bills is lower because of the fact that such bills do not mature 
until some time in the future and the banker thus has the use 
of the funds for some time after the bill is sold. So far as 
bankers’ bills are concerned, therefore, the spread in the rates 
is purely a function of interest. Some risk is attached to com- 
mercial long bills; hence they yield a lower rate than bankers’ 
long bills. 
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CHAPTER XIV 

AGRICULTURAL CREDIT 

The need for systematic machinery for supplying capital to 
agriculture did not make itself felt until within comparatively 
recent years. There is the same need in agriculture that there 
is in commerce and industry for fixed or permanent capital and 
for working capital. In agriculture, however, land constitutes 
the most im})ortant single item among the fixed investments, 
and land has been very cheap. So long as there existed large 
areas of public lands to which individuals could obtain title 
merely by settling upon and proceeding to cultivate the fixed 
investment so far as land is concerned was largely negligible. 
With the disappearance of free lands there has come about also 
a movement from the country to the town and the large increase 
in urban population increases the demand for farm products. 
This increased demand has been met by the introduction of 
labor-saving farm machinery with a consequent still greater 
need on the part of the farmer for fixed capital. This perma- 
nent capital was largely supplied in the past out of savings 
of the farmers themselves, whose custom it w^as to put back into 
the industry whatever profits might emerge from year to year. 
So far as working capital is concerned the farmer was largely 
dependent upon the local merchant for trade credit. Neverthe- 
less upon the local bank there was a constant demand for both 
permanent and circulating capital. Furthermore, this demand was 
of such nature that it w^as difficult for the local banker to refuse. 

The Federal Reserve System is peculiarly a commercial bank- 
ing system. It is designed to accommodate the short-time needs 
of commerce and industry. Paper of this sort rarely runs over 
six months, and much of it for a shorter period of time. But 
for his working capital the need of the farmer is for credit which 
extends to from one to three years, while for his fixed capital 
there is little possibility that liquidation can be effected in a 
period of less than five or ten years. 
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A. FEDERAL FARM LOAN ACT 

This rural credits law of 1916 provided for the establishment 
of mjichinery which was designed to enable farmers to borrow 
on the security of the land which they owned at a reasonable 
rate of interest and for relatively long terms. This brings in- 
vestment credit into line with commercial credit; with adequate 
facilities provided the farmer is able to transfer some of the 
rights in his property in exchange for generalized purchasing 
power. He retains possession of the land but by a mortgage is 
able to transfer some of the rights to the title in exchange for 
bank credit, which can be used for permanent improvements 
and for the machinery which will enable him to operate most 
advantageously. 

The act provides for the division of the country into twelve 
districts and for the location of a Federal Land Bank in each dis- 
trict. These districts do not correspond to the federal reserve 
cfistricts, but are laid out so that in each district there shall be 
as much agricultural diversification as is possible. Each federal 
land bank must have a subscribed capital of not less than 
$750,000 to be supplied (ultimately) by associations of agri- 
cultural borrowers. 

These associations arc called Farm Loan Associations and arc 
composed of ten or more persons who own and cultivate land 
which is eligible to serve as security for a mortgage loan under 
the provisions set forth in the Act. Each member must take 
stock in his association equal to five per cent of the sum he 
desires to borrow. The association uses the funds thus secured 
in subscribing for stock of the land bank equal to five per cent 
of the sum it wants for its members. The association holds in 
trust the stock of its members as additional security for the 
loans which they arc negotiating, and the land bank holds in 
trust the stock of the farm loan association as additional security 
for the advances being made to the members of such associations. 

1. Character of Permitted Loans 

In order to be able to take advantage of the machinery pro- 
vided in this act the land offered as security must be worth twice 
as much as the amount of the loan, and permanent insured im- 
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provements must be worth five times as much. Put the other 
way, loans must not be greater than fifty per cent of the value 
of the land and twenty per cent of the improvements. The loans 
must run for from five years to forty years. Funds secured 
must be used for the purchase of land for farming purposes, and 
of equipment, fertilizers and live stock; construction of buildings 
and improvements of farm lands; or liquidation of the borrower's 
indebtedness incurred for any of these purposes. 

2. Sources of Funds 

A large portion of the subscribed capital of each land bank 
is available for making advances of the character just described. 
The capital is relatively small, however, and comes from the 
borrowers themselves. If the system is to be in position to 
function adequately it is apparent that sources of capital need 
to be tapped which lie entirely outside the agricultural com- 
munity. This is accomplished by permitting the land banks to 
issue bonds based on the mortgages of its borrowers and to sell 
these bonds in the open market of the financial centers. These 
bonds are exempted from all taxation and arc made legal invest- 
ments for savings banks and trust funds. In addition to this the 
bonds issued by each land bank arc the obligations of all the 
banks, so that the failure of a particular land bank need result 
in no loss to the investor so long as other land banks continue 
solvent. All these features make these bonds extremely attrac- 
tive investments and the rate of interest which they need to bear 
is correspondingly small. As a result the agricultural community 
need not suffer for lack of capital so long as there exists unused 
capital in any part of the country. The statement opposite gives 
some idea of the vast scale on which these banks functioned 
during the first ten years of their existence. 

3. Joint Stock Land Banks 

The national farm loan associations are not necessarily perma- 
nent organizations. They have no function other than to facili- 
tate the negotiating of long-time mortgage loans for the members 
of the association. When the need for such loans by the local 
agricultural community vanishes, such associations automatically 
disband. Furthermore they are not organized for profit making. 
The Farm Loan Act provided, however, for the establishment of 
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CONSOLIDATED STATEMENT OF CONDITION 
OF THE TWELVE FEDERAL LAND BANKS 
At the Close of Business, September 30, 1926 


Resources 


Net mortgage loans 

Interest liccrued but not yet due on mortgage loans 

TJ. S. Govt, bonds and securities 

Interest accrued but not yet due on bonds and securities. . 

Other interest accrued but not yet due 

Cash on hand and in banks 

Notes receivable, acceptances, etc 

Accounts receivable 

Installments matured (in process of collection) 

Banking houses 

Furniture and fixtures 

Sheriff’s certificates, judgments, etc. (subject to redemption) 

Liabilities 


$1,057,216,877.59 
19,573,334 09 
34,354,253.59 
395,046.14 
47,692.46 
10,371,788.77 
5,104,164.45 
2,351,985.65 
1,174,359 52 
2,512,025.31 
287,199 62 
5,153,643.80 
$1,138,542,370.99 


Farm loan bonds outstanding 

Interest accrued but not yet due on farm loan bonds 

U. S. Govt, deposits 

Notes payable 

Accounts payable 

OthtT interest accrued but not yet due 

Due borrowers on uncompleted loans 

Amortization installments i)aid in advance 

Farm loan bond coupons outstanding (not presented) 

Dividends declared but unpaid 

Other liabilities 


Net Worth 


$1,048,029,045.00 

15,774,874.96 

285,648 20 
921,586 58 
9,013 63 
573,424 60 
1,369,929.76 
802,786.65 
1,394,568 65 
0 

$1,069,160,873.03 


Capital stock U. S. Govt. . . 
Natl, farm loan associations 
Borrowers through agents . . 

Individual subscribers 

Total Capital Stock . 

Reserve (legal) 

Surplus, reserves, etc 

Undivided profits 


$ 1,058,885.00 
54,860,465 00 

594,680.00 

115.00 

56,514,145.00 
8,467,500 00 
45,944 66 

4,353,903 30 69,381,492 96 

$1,138,542,370.99 


Joint Stock Land Banks, organized by private capital for the 
purpose of making money. They operate under national charter, 
are subject to government supervision, and must have a minimum 
capital of $250,000, which is commonly supplied by investment 
bankers and trust companies. They make loans directly to 
farmers for the same purposes and on the same security as are 
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made by the federal land banks through the local farm loan as- 
sociations. They arc permitted to sell their bonds secured by 
the mortgages which they hold and these bonds have the same 
advantages as those issued by the land banks themselves except 
that each joint stock land bank guarantees only its own bonds 
and not those issued by other joint stock land banks. 

As already intimated, these arc purely private institutions 
organized for profit-making whereas the federal land banks are 
in a sense cooperative societies, their stock being owned by the 
borrowers. The federal land banks are semi-public institutions 
just as the federal reserve banks are. It seemed reasonable to 
make provision of machinery through which private enterprise 
might be able to assist in meeting the needs of agriculture for 
long-time capital, and it is for this purpose that the joint stock 
land banks are set up. 

During recent years the joint stock land bank system has fallen 
into a measure of disrepute. Several of these banks have failed, 
due in each instance either to fraudulent conduct on the part of 
officers or to gross mismanagement. But where such untoward 
circumstances have been absent these banks have been highly 
successful, and to condemn the system as a whole because of the 
misdeeds of a few individuals seems to be entirely unwarranted. 

That these institutions are performing an important economic 
function and that their condition as a whole is good is revealed 
by the combined statement of their condition on opposite page. 

B. INTERMEDIATE CREDIT SYSTEM 

Operating through the Federal Reserve System we have seen 
that country banks are fully equipped to take care of short-term 
credits not exceeding nine months’ duration. Capital credit, 
based upon the fixed assets of the farmer, may be partially lique- 
fied through the Farm Loan System. However, it requires a full 
year for the planting, the harvesting, and the. orderly marketing 
of farm crops, and as long as three years for the breeding, fat- 
tening, and marketing of live stock. Neither the Federal Re- 
serve System nor the Farm Loan System is designed to take care 
of requirements which run from nine months to five years. Only 
slight relief is given by the permission to national banks to lend 
for five years on farm lands an amount not in excess of one-half 
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CONSOLIDATED STATEMENT OF CONDITION OF THE SEVERAL 
JOINT STOCK LAND BANKS AS SHOWN BY REPORTS 
SUBMITTED TO FARM LOAN BOARD 

At Close of Business, September 30, 1926 


Resources 

Net mortgage loans 

Interest accrued but not yet due on mortgage loans 

U. S. (jiovt. boiuls an<l securities 

Interest accrued but not yet diui on bonds and s(;curities. . . 

Other interest acenu'd but hot yet due 

Cash on hand and in banks 

Notes receivable, acceptances, etc 

Accounts receivable 

Installments matured (in process of collection) 

Banking houses 

Furniture and fixtures 

Sheriff’s certificates, judgments, etc. (subject to redemption) 

Real estate 

Other assets 


Liabilities 

Farm loan bonds outstanding 

Interest accrued but not yet due on farm loan bonds . 

Notes iiayable 

Accounts jiayable 

Other interest accrued but not yet due 

Due borrowers on uncompleted loans 

Amortization installmenis paid in advance 

Farm loan bond coupons outstanding (not presented) 
Dividends declared but unpaid 

Net Worth 


614,639,203.62 

11.194.135.30 

18,206,061.03 

220,215 18 
35,963.29 

14.277.157.31 
1,473,933.98 
2,331,891.61 
1,800,222.43 
1,072,637.60 

194,058 99 
2,467,924.75 
4,012,278.16 
0 

671,925,683.25 


597,263,000.00 
10,033,268.96 
3,424,213.74 
1,272,917.27 
47,780.01 
1,223,867.15 
1,019,985 66 
940,43096 
32,187 00 
615,257,650 75 


Capital stock paid in ... 

Surplus paid in 

Surplus earned 

Reserve (legal) 

OtluT net worth accounts 
Undivided profits 


44,724,020,74 
2,002,569.36 
1,543,087.61 
4,646,152 45 
999,104.87 

2,753,097.47 56,668,032.50 

671,925,683.25 


of their savings deposits, since such paper cannot be redis- 
counted at the reserve banks when the maturity is for a period 
of more than nine months. It was felt that farmers and the 
country banks which serve them should have access to the in- 
vestment market for intermediate credits. For this purpose the 
Agricultural Credits Act of 1923 was passed. 
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Twelve Intermediate Credit Banks have been set np in the 
cities where the federal land banks operate. The officers and 
directors of the federal land banks are ex-officio officers and 
directors of the federal intermediate credit banks. Each bank 
has a capital stock of $5,000,000, all of which is subscribed by 
the federal government. These banks have the right to issue tax 
exempt debentures with a maturity of not more than five years, 
to an amount not to exceed ten times the paid-in capital and 
surplus. The debentures of each of these intermediate credit 
banks are the liability of all other intermediate credit banks. 

These institutions arc permitted to discount or purchase notes, 
drafts, bills of exchange, debentures, or similar obligations when 
the proceeds have been or are to be used in the first instance for 
an agricultural purpose, or for the breeding, raising, fattening, 
or marketing of live stock. Such advances may be made to na- 
tional or state banks, trust companies, agricultural credit cor- 
porations, incorporated cattle companies, savings institutions, co- 
operative banks or marketing associations. 

It should be noted that these intermediate credit banks deal 
only with banks and cooperative societies; they do not make 
advances direct to individuals. In this respect they correspond 
with the federal reserve banks and the federal farm loan banks. 
So far as the intermediate credit banks are concerned facilities 
are provided to finance institutions which do deal direct with in- 
dividuals. Among these institutions is the National Agricultural 
Credit Corporation, These institutions operate on private capi- 
tal which must not be less than $250,000, and are under the con- 
trol of the Comptroller of the Currency. They may make ad- 
vances to individuals or to concerns for the purpose of breeding 
live stock or dairy herds, the maximum maturity being three 
years. They may also make advances on notes, drafts, and 
bills of exchange having a maturity not to exceed nine months, 
and may accept drafts drawn for an agricultural purpose when 
secured by shipping documents or by chattel mortgages. This 
paper may be rediscounted with the intermediate credit bank. 
They are also permitted to issue their own debentures not to 
exceed three years^ maturity. 

From all this it appears that adequate machinery has been 
set up to insure that all the legitimate needs of agriculture for 
credit may be as fully supplied as those of commerce and indus- 
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try. The short-time needs arc taken care of through the coun- 
try banks and much of this paper may be rediscounted at the re- 
serve banks. For those capital needs which run for a period of 
from one to five years the intermediate credit system is adapted. 
For permanent fixed capital the Federal Farm Loan System pro- 
vides capital on a basis fully as advantageous as the highest 
grade corporations in the country arc able to secure. 

C. DISSATISFACTION WITH THIS AfiRICULTURAL 
CREDIT MACHINERY 

Some dissatisfaction has been expressed with the operation of 
this agricultural credit machinery. In this country there is a 
larger number of tenant farmers than is commonly supposed. 
Some persons hoped that if the national government set u]) credit 
machinery properly devised these tenant farmers might be en- 
abled to purchase the farms which they cultivate with borrowed 
funds and then pay off these loans over a long period of years. 
With the machinery now in operation this is possible only in 
cases where the tenant farmer already has accumulated sufficient 
capital to pay at least one-half of the purchase price since ad- 
vances must not be greater than fifty per cent of the actual 
value. It is pointed out that a tenant farmer with as much 
capital as this could have purchased a farm before 1916 by 
giving the bank a mortgage for the other fifty per cent. How 
then, it is asked, docs this new agricultural credit machinery 
aid the tenant farmer without capital? 

In answer it must be admitted that the Federal Farm Loan 
System does not assist at all the tenant farmer with no capital of 
his own. But no sound banking machinery could be devised 
which could furnish capital legitimately to a man who has been 
able to accumulate nothing in the past. The record of a man 
like this docs not inspire the necessary confidence that in the 
future he will be able to accumulate capital in order to retire 
the loan at maturity. The absence of bankable assets closes the 
door to any opportunity to secure either investment or commer- 
cial credit. It is highly decirable from a social point of view 
that the farmer should own the farm which he cultivates. But 
it is equally important that the savings of the general public 
invested in agricultural bonds be adequately safeguarded. This 
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protection cannot be assured unless the security considerably ex- 
ceeds the volume of capital furnished. Hence it is necessary 
for the man who wishes to buy a farm to have of his own a fair 
proportion of the purchase price. 

In conclusion it should be observed that the aim of our agri- 
cultural credit machinery is not to supply capital to those having 
no claims to capital. It is rather to insure to those engaged 
in agriculture, and who have bankable assets, a means of com- 
peting with industry and commerce in tapping the general capi- 
tal market. It is true that prior to 1916 a man having one- 
half the purchase price could buy a farm and borrow the other 
half from the local bank. But the necessity of keeping its funds 
liquid precluded the possvility of making the life of the loan 
extend over a period sufficiently long to enable the farmer to 
retire it out of income. It was necessary to get renewals from 
time to time and some doubt always existed as to the ability 
and willingness of the bank to renew. But a far more important 
consideration was the fact that for such accommodation the 
farmer was required to pay a rate of interest greater than the 
nature of the risk justified. He had ho alternative but to borrow 
locally, and in agricultural regions the need for capital usually 
exceeds the supply. But by borrowing through the Farm Loan 
System his legitimate requirements are financed in the central 
capital markets. And there he now occupies a preferred posi- 
tion. Farm loan bonds are secured by a great many mortgages 
and this diversified security decreases the risk to the bond buyer 
and forces him to accept a smaller yield. The rate of interest 
which the farmer has to pay is still further decreased by the ex- 
emption of these bonds from taxation. 

D. SIGNIFICANCE OF AGRICULTURAL CREDIT 
MACHINERY TO THE COMMERCIAL 
BANKING SYSTEM 

The agricultural credit machinery just described is of great 
significance to our commercial banking system. With adequate 
facilities available for the securing of capital needed for from 
one to five years the local bank is relieved of the necessity of 
making loans to farmers which cannot be liquidated promptly. 
Prior to the establishment of these facilities it was extremely dif- 
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ficult for the local banker in agricultural communities to refuse 
to make advances which were technically short-time loans but 
which both the borrower and lender knew could not be liquidated 
at maturity. To the extent the local banker did this he was 
merely acquiring frozen assets and thus weakening his ability to 
combat successfully any unusual demand upon his resources. He 
is now in positign to exercise his best judgment on each individual 
application from the farmers of his district because he knows 
that other sources of capital are available. 

Strengthening the position of the local banker in agricultural 
sections is probably the most important effect on the commercial 
banking system of the establishment of facilities through which 
the needs of agriculture for capital may be adequately supplied. 
But the commercial banking system as a whole is benefited in 
another way. In spite of the fact that agriculture has been our 
most important industry banks located in urban centers had no 
means of diversifying their investment portfolios with agricul- 
tural securities. The bonds of the federal land banks and of the 
joint stock land banks jiossess the essential qualities of safety 
and liquidity, and through their purchase banks, wherever lo- 
cated, are able to achieve an industrial diversification in their 
investment portfolio which would not be possible otherwise. 
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CHAPTER XV 


INTERRELATIONSHIP OF RESERVES, LOANS, AND 

DEPOSITS 

A. FOR THE INDIVIDUAL BANK 

In Chapter III it was pointed out that the loan policy^ of the 
individual bank must inevitably be predicated upon the condition 
of its reserves. Unless a bank has reserves in excess of the 
amount needed, or unless it has some means of increasing its 
primary reserves it is not in position to increase the volume of its 
outstanding loans. This is true, it will be remembered, since 
borrowers negotiate loans at the bank only because they need to 
use more funds than they already possess; and when once a 
loan has been secured at the bank, checks are drawn promptly 
against such increased balances. Normally the recipients of 
these checks are depositors in other banks and deposit the checks 
there. The banks receiving them lose no time in returning them 
for payment to the bank on which they are drawn. By increas- 
ing its outstanding loans, therefore, a bank increases the demands 
upon it for payment of the checks growing out of such loans. 
In order to be in position to meet this increased demand for 
payment the bank must have or be able to secure funds in ex- 
cess of the reserves it already needs to maintain. 

If the financial management of the borrowing firms is as effi- 
cient as it should be the borrowed funds are drawn out with little 
delay. Where the borrower has a definite line of credit he 
usually arranges for the loan merely in time to meet incoming 
checks which he has already drawn. It is the frequent experi- 
ence of bankers that checks withdrawing the full amount loaned 
have to be met the same day the loan is granted. Frequently, 
however, there is some lag between the crediting of the bor- 
rower’s account with the proceeds of the loan and the meeting 
of the checks drawing down the full amount of such credits. 
Firms not absolutely certain of their ability to get accommoda- 
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tion find it prudent to negotiate the loan definitely before draw- 
ing checks against it. In such cases checks drawing down the 
full amount of the loan may be issued by the borrower imme- 
diately upon getting the loan and still not get back for encash- 
ment until one, two, three, or more days later. Furthermore, 
in order to be prepared to repay the loan at maturity the bor- 
rower is under the necessity of accumulating funds for that pur- 
pose. Such accumulation naturally finds expression in a bank 
balance larger than is usually carried for a short time prior to 
the maturity of the. loan. It is apparent, therefore, that the 
borrower's deposit account may be slightly swollen for a few 
days after the loan is granted and also for a few days before 
the loan has to be retired. Borrowing accounts thus give rise 
to a small element which Phillips ^ calls derivative deposits. 
To the extent that it has derivative deposits the loaning power of 
the bank is correspondingly increased. The volume of such in- 
creased loaning power is commonly overestimated because of a 
misconception of the true relationship between banks and bor- 
rowers. 

1. Borrowers Are Also Depositors 

In the first place it is well to notice that borrowers and de- 
positors at banks are not two entirely separate and distinct 
groups. There are, of course, many depositors who do not have 
occasion to borrow, but commonly there are no borrowers who 
are not at the same time depositors. The liquid funds which 
business organizations find it expedient to maintain, as has al- 
ready been pointed out, are more conveniently carried as free 
balances at the banks than any other place. At this point the 
interests of the individual business house, the bank, and the 
general public coincide. Such free capital is thus made available 
for other enterprises and the banks profit by charging to the 
borrowers a higher rate of interest than they pay to the deposi- 
tors. But the interest which they obtain on average balances is 
only a minor advantage accruing to the depositing firm. Safety, 
the convenience of being able to make payments by check, and 
the service which the bank renders in collecting out-of-town 
items are all important to the depositor. It is obvious that the 
maintenance of an organization prepared to render such service 

* Phillips, Bank Credit, p. 57. 
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is expensive; and reimbursement for such expenses is made pos- 
sible through loaning a large portion of the funds represented by 
deposits at higher rates than those allowed the depositor. Such 
practice seems eminently fair, since the non-borrowing depositor 
is recompensed in these other ways for the use of his surplus 
funds left in the bank on checking account. 

a. Proportionate Balances 

Not the least advantage accruing to the non-borrowing de- 
positor is the amicable relationship he is enabled to build up at 
the bank because of the balance he commonly maintains there. 
The bank is able to use a large portion of such funds profit- 
ably through loans or investments. It is thus a highly desirable 
account for the bank to retain. In the event of untoward cir- 
cumstances arising a firm which is usually a non-borrower may 
find it necessary to seek accommodation. The fact that in the 
past the customer has maintained an account which is profitable 
to the bank tends to insure that the bank will be anxious to 
make what advances are needed provided the financial position 
of the customer warrants such action. In 1920 and 1921 many 
firms which were habitually non-borrowers found it necessary 
to ask for loans. At that time the demand for loans usually 
exceeded the amounts which the banks had available or were 
able to secure for such purposes. Naturally those whose accounts 
had been profitable in the past received first consideration. The 
maintenance of a good free balance at the bank thus consti- 
tutes one element of insurance that in an unexpected crisis the 
lending resources of the bank may be relied upon. 

In the second place the firm needing either occasional or con- 
stant bank accommodation naturally seeks loans at a bank where 
it maintains a free balance. Even when credit is “easy” there 
is nothing to be gained by “shopping around.” It is the practice 
of banks to meet the needs for loans of their own deserving 
customers. Whatever is left over after such demands are met 
the bank prefers to lend in the call loan market or indirectly 
through the purchase of commercial paper, bankers^ acceptances, 
or bonds. It rarely happens that a non-depositing firm asks 
for a loan at a commercial bank, and it is still less frequently 
that such loans are granted. It may be possible, of course, for a 
firm to obtain funds from a company specializing in loans, usually 
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known as a finance company. It is not customary, however, 
for a business house which is able to obtain the funds it needs 
from a commercial bank to resort to such lenders, thus furnish- 
ing conclusive evidence that there is no net advantage in doing 
so. 

The typical applicant for a commercial loan is, therefore, a 
business house already carrying a free balance at that bank. 
The amount it is able to borrow on an unsecured basis is de- 
pendent not only upon its financial standing but also upon the 
size of the balance it habitually maintains in that bank. As a 
matter of fact, for a firm having only one bank balance the usual 
size of that balance is an essential element in its general financial 
standing. A cash position which is commonly strong usually 
indicates that the house is not attempting to operate on insuffi- 
cient capital, and the bank feels that it may make loans to such 
firms with a greater degree of safety. Apparently where only 
one bank account is carried there can be no question about the 
validity of basing the accommodation extended partly upon the 
size of such balances. Where accounts are carried with a num- 
ber of different banks the total of such balances constitutes, of 
course, the cash position, and the latter remains, as before, an 
important underlying factor in credit extension. It seems rea- 
sonable in such cases for the loans to be distributed around 
among the different banks in proportion to the balances com- 
monly maintained with each. This is particularly true at the 
time the accommodation required is at the maximum. The bank 
expects to make a profit by the use of the free balances, if not 
by loans to customers, by investment; hence the really important 
object is to get such free balances. It seems only fair, therefore, 
to expect each bank to grant loans in proportion to the balances 
commonly maintained with it. 

b. The Twenty per Cent Ride 

We thus see that in the typical instance the applicant for a 
commercial loan is already a depositor in the bank where the 
accommodation is requested, and that the size of the loan which 
reasonably may be expected is in some measure dependent upon 
the size of the balance usually maintained. Let us suppose 
that Corporation B has only one .bank account, and that with 
Bank X. The balance it has maintained during the past twelve 
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months has averaged $20,000, and at the present time it is 
$25,000. For the purpose of taking advantage of certain cash 
discounts and to make an especially advantageous purchase it 
now requests a loan of $100,000. All the factors entering into 
its financial standing may be assumed to be sufficiently satis- 
factory to justify an advance of this magnitude provided a cash 
position of from $15,000 to $25,000 is maintained. The loan is 
granted and all of it, not merely a part of it, is used. Perhaps 
during the life of the loan it may become necessary for Corpora- 
tion B to draw down its free balance to $15,000. That is, in 
addition to using the entire proceeds of the loan it reduces its 
free balance to the minimum consistent with safety. At other 
times during the year its balance may be expected to be suffi- 
ciently larger to insure that the average does not fall below 
twenty per cent of the maximum accommodation received. 

It is safe to assert that there is no commercial bank in the 
United States whose requirements as to balances on borrowing 
accounts arc any more severe than that assumed in this hypo- 
thetical case. It illustrates the operation of the famous twenty 
per cent rule which has engrossed the attention of so many 
writers.^ It provides no devious channel through which a higher 
rate of interest may be secured. Whatever amount the bank 
lends it expects the borrower to use. But it will not lend at 
all unless it is satisfied with the current financial position of the 
customer, and probably the most important single element in 
that financial standing is the cash position. In other words, a 
strong cash position constantly maintained is one most important 
item of evidence serving to convince the bank that the customer 
will be able to meet his commitments as they fall due.^ If Cor- 
poration B in the above illustration had needed to make pay- 
ments of $125,000 instead of $100,000 it would have been neces- 
sary for it to reduce its bank balance to zero. This would 
be unsatisfactory to any bank not merely because it would be 
losing the original deposit of $25,000, but because the loan of 
$100,000 itself would be rendered unsafe thereby. 

The twenty per cent rule turns out to be, therefore, merely a 
means of insuring the solvency of the borrower by insisting that 

*See Phillips, Bank Credit, p. 42; Westerfield, Journal of Political Econ- 
omy, June, 192.5, p. 268; Munn, Bank Credit, p. 224; Snyder, American 
Economic Review, December, 1925, pp. 086-7. 

*But see p. 245. 
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he maintain proportionate free balances. The term '^proportion- 
ated^ in this connection has relation to two factors: first, the 
amount of cash which a firm ordinarily needs in order to make 
certain of its ability to meet its day-to-day disbursements; sec- 
ond, the maximum line of credit needed at the bank. Conceiv- 
ably the first factor above varies from one concern to another. 
For some firms twenty per cent of the maximum line of credit 
might be insufficient, while other firms could safely get along on 
less. This situation is met in some measure by requiring merely 
that the average balance be proportionate to the accommodation 
required. Firms whose business is in any way seasonal may be 
able to meet the proi)ortionate balance requirement by maintain- 
ing balances during their off-season much larger than is neces- 
sary at the time of their maximum requirements. As a matter of 
actual practice the second factor above varies also. The banks 
in some cities consider nothing less than twenty per cent of the 
line of credit or of the accommodation actually extended as pro- 
portionate; in other cities ten per cent is considered adequate. 
This should not be taken to mean, however, that bankers always 
adhere rigidly to any particular percentage. The twenty per 
cent, or the ten per cent as the case may be, is looked upon as 
an ideal. The bank wants balances as large as it can get, and 
with the ideal set sufficiently high the bank is in possession of a 
good talking point for those customers who tend to let their 
balances fall bplow. 

There does remain, however, one channel through which the 
individual bank may increase its deposits through its own loans. 
In seeking new business the bank may agree to lend to a pro>” 
pective customer a given amount, say $100,000, provided tlie 
prospect will agree to carry a proportionate balance, say $10,000 
or $20,000. It will be recognized at once that this is no induce- 
ment to a good firm, since it can borrow from its regular bank- 
ing connections on this basis. To get at least a share of the 
prospectus business the bank needs to offer something which the 
other banks do not offer. One possibility is to offer a rate 
lower than the other banks are charging. Another is to require 
that smaller balances be maintained. The wisdom of either 
policy is open to serious question, and most good bankers, in 
seeking new business, prefer to get it without directly under- 
selling their competitors. One of the most popular methods, for 
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instance, is to talk about the superior service which his bank 
offers, a fairly difficult thing to measure at best. But whatever 
the inducement which may be offered, if a new account is 
secured and the initial transaction is a loan, then whatever por- 
tion of that loan is left on deposit serves, of course, to increase 
the bankas total deposits. When the initial transaction is to be 
a loan it more frequently happens that the initiative in opening 
the account comes from the new customer rather than from the 
bank. But both cases are exceptions rather than the rule. And 
while it must be admitted that by such means the individual bank 
may be able at times to increase its deposits tlirough increasing 
its loans there is no reason to believe that in the aggregate such 
increases reach a volume of significant consequence. 

If the validity of this argument be admitted it must follow 
that deposits in a given bank derived from loans in that bank 
are almost negligible in amount. The lag between the discount- 
ing of a customer's note and the drawing out of the proceeds, 
and the building up of his account prior to the maturity of his 
loan, turn out to be merely means whereby proportionate bal- 
ance requirements are partially met. What the bank lends, its 
customers use. So far as the individual bank is concerned, 
therefore, it cannot hope materially to increase its deposits 
through the process of extending loans to its customers. If its 
deposits are not increased in this way it is evident that its loans 
cannot be increased either. 

It is customary for a bank to insist that borrowing customers 
pay off their indebtedness to it at least once each year. To the 
degree that this is actually accomplished the illustration of Cor- 
poration B may be taken as representing a typical case. It 
will be observed that there is nothing in the set of circumstances 
described which can justify the expectation that the credit bal- 
ances of the individual borrower will be increased on the average 
by his borrowing operations. By maintaining a larger average 
balance he may be able to borrow more but in that event the 
line of causation runs the other and more natural way for the 
individual bank — from deposits to loans. If the average balance 
of each individual borrower need not be affected one way or the 
other by securing accommodation at the bank it must follow 
that the total deposits of the bank need not be increased directly 
by its lending operations. 
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B. FOR THE SYSTEM OF INDIVIDUAL BANKS 


When we turn from consideration of the relationships existing 
between reserves, loans, and deposits in one bank to the same 
relationship involving the entire group of individual banks the 
subject assumes a much greater degree of complexity. In the 
case of the individual bank, for instance, we saw that among 
the items going to make up its real reserves (real as distinguished 
from legal) free balances in other banks constituted a not unim- 
portant element. But in analyzing the composition of the real 
reserves of all the commercial banks considered as one system 
such balances must be omitted. As a matter of fact we can 
count as real reserves for the commercial banking system only 
cash in vault and available free balances with the federal re- 
serve banks. At a time when all the banks are fully loaned 
up — ^that is when their real reserves are just large enough to 
support the outstanding deposits — additional loans can be made 
only through securing from outside the system additional reserve 
funds. It is evident that such increased reserves must come 
from outside the system since otherwise as one bank succeeded 
in increasing its reserves such increase would be at the expense 
of some other bank whose reserves were being correspondingly 
diminished. The expansion of loans by the bank with increas- 
ing reserves would be offset by the contraction necessary in the 
bank whose reserves were being drawn away, with no net change 
in the volume of loans for the system as a whole. Since free 
balances at the reserve banks constitute the principal element 
in the real reserves of the commercial banks any process whereby 
the total free balances at the reserve banks may be increased 
serves to increase the reserves of the member banks and at the 
same time makes possible increased accommodation to the bor- 
rowing public. Free balances at the reserve banks may be in- 
creased either by borrowing from those banks, selling them such 
of the banks’ earning assets as the reserve banks are permitted 
to hold, or by dejiositing with the reserve banks gold which has 
just been imported or newly mined within the country. 

Adding together the reserves of each of the individual banks 
composing the system gives us, of course, the total reserves of the 
system. When the free balance of a particular bank at the re- 
serve bank is increased, therefore, without at the same time de- 
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creasing the balance of some other bank, the total reserves of the 
entire system have been correspondingly increased. The bank 
which has thus increased its reserve is in position to lend ap- 
proximately the amount of such increase, as we have already 
seen. But in considering the banks as a system this lending by 
the bank with the increased reserve is but the beginning of a loan 
process on the basis of the increased reserve which the system 
of banks finds possible. This increased reserve gradually be- 
comes dispersed throughout the system and each bank con- 
nected with the process is able to increase its loans by approxi- 
mately the portion of the increased reserves which comes to it. 
This process of dispersion of reserves and the multiplication of 
loans and deposits made possible thereby may be demonstrated 
more clearly by means of a concrete illustration. 

Assume that Bank X, for example, finding its reserves just 
large enough for its existing deposit accounts, has an additional 
demand from one of its worthy customers for a loan of $100,000. 
The bank borrows from the reserve bank on its collateral note 
the required $100,000 and makes the loan to its customer, credit- 
ing the latter^s deposit account. The effect on the bank’s state- 
ment at this stage is as follows: 

Resources Liabilities 

(1) Lawful reserve (2) Bills payable 

increased by $100,000 increased by $100,000 

(3) Loans increased by... 100,000 (4) Deposits increased by. 100,000 

The customer now proceeds to draw checks against this in- 
creased balance in favor of persons to whom he has payments 
to make. The recipients of these checks deposit them in their 
own banks, which banks proceed to collect them at once from 
Bank X. The payment of these checks by Bank X, and the 
charging by it of the borrower’s account, remove the increase 
in items (1) and (4) above, so that the eventual net effect on 
the statement of Bank X is merely an increase of $100,000 in 
loans and a similar increase of $100,000 in ^‘Bills payable.” 

After collecting the checks on Bank X the banks which re- 
ceived them find their lawful reserve increased by $100,000 and 
their deposits larger by a similar amount. If these banks need 
to maintain a reserve of 10% it is evident that through these 
deposits they have increased their excess reserves by $90^000. 
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Assuming an effective demand for increased loans by the cus- 
tomers of these banks they may, therefore, increase their loans 
by $90,000. After this $90,000 has been drawn down by these 
borrowers the net effect on the combined statements of those 
banks is as follows: 

Resources Liabilities 

(1) Lawful rqserve 

increased by $10,000 

(2) Loans increased by 90,000 (3) Deposits increased by. $100,000 

But the checks drawn by the borrowers of this $90,000 are 
deposited by the recipients in their respective banks, thus in- 
creasing the deposits of these banks by $90,000 and — after col- 
lecting the checks — their reserves by $90,000. If these banks 
maintain the usual 10% reserve they in turn find themselves 
with $81,000 excess reserve. If good loans are offered they may 
now proceed to lend this amount, and after the amount loaned 
has been drawn down by the borrowers the net effect on their 
combined statement is as follows: 

Resources Liabilities 

(1) Lawful reserve 

increased by $ 9,000 

(2) Loans increased by.... 81,000 (3) Deposits increased by.. $90,000 

The banks receiving the checks which these borrowers draw 
will look upon them as primary deposits since they will be able 
to collect the face value of these checks — $81,000 — from the 
banks on which the checks are drawn. But this means that they 
will be able to increase their loans in case there is effective de- 
mand from their customers for increased accommodation. If 
they also keep a reserve of 10% they will be able to preserve 
that ratio by lending $72,900 with the following net effect on 
their combined statements — after the amounts loaned have been 
withdrawn: 

Resources Liabilities 

(1) Lawful reserve 

increased by $ 8,100 

(2) Loans increased by.... 72,900 (3) Deposits increased by.. $81,000 

At this stage we find that the net effect on the combined state- 
ments of Bank X and all the ‘other banks thus far affected by 
these operations is as follows: 
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Resources 

(1) Lawful reserve 

increased by $100,000 

(2) Loans increased by... 100,000 

90.000 

81.000 
72,900 


$443,900 


Liabilities 

(3) Bills payable 

increased by $100,000 

(4) Deposits increased by. 100,000 

90.000 

81.000 
72,900 

$443,900 


In the analysis to this point we have seen the original $100,000 
which was borrowed at the reserve bank by Bank X divided up 
into many parts. Bank X retained none of it; tlie first group of 
banks retained 10% of it and loaned the remainder, which went 
to the second group of banks. Of the $90,000 received by this 
group $9,000 was retained by them, the other $81,000 going to 
the third group. This group likewise also retained only 10% 
of the amount they received, the remaining $72,900 going to 
still another group. This process of dispersion will continue — 
assuming an effective demand for loans on the part of the cus- 
tomers of the various banks affected — until the original $100,- 
000 has been broken up into such minute portions that the ef- 
fect on the individual banks can no longer be traced. If all the 
banks involved maintain an actual reserve of 10% against their 
deposits the net effect on the combined statements of all the 
banks — when expansion takes place to the theoretical limit — -is 
as follows: 


Resources Liabilities 

(1) Lawful reserve (3) Bills payable 

increased by $ 100,000 increased by $ 100,000 

(2) Loans increased by.. 1,000,000 (4) Deposits increased by 1,000,000 


In this illustration it was assumed that Bank X acquired its 
increased lending power by borrowing from the reserve bank the 
sum advanced to its customer. Had the $100,000 come from 
some other individual bank the bank from which it came would 
have been under the necessity of borrowing from the reserve bank 
unless it decreased its loans to the same extent that Bank X 
was able to expand. In this latter case the contraction which 
would have been necessary in some banks would have offset 
or neutralized the expansion described above. In order to avoid 
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this complication it was necessary to assume that Bank X’s in- 
creased reserve was not obtained at the expense of other banks 
in the system. Borrowing at the reserve bank was only one of the 
alternatives open, however. Its $100,000 might have been as- 
sumed to be of imported or newly mined gold placed on deposit 
with it by one of its customers. In that event the total loan ex- 
pansion is only $900,000 instead of $1,000,000 due to the fact 
that against this original deposit Bank X would need to retain 
a reserve of 10%. It would be in position, therefore, to lend 
only $90,000 instead of the $100,000 in the case illustrated. The 
process of dispersion continues from this point as in the illus- 
tration with the following final effect on the combined statements 
of all the banks affected. 

Resources Liabilities 

(1) Lawful reserve (3) Deposits 

increased by $100,000 increased by $1,000,000 

(2) Loans increased by. . . 900,000 

1. Recipient's Credit Balance Increased Only Temporarily 

There is implicit in these illustrations, the assumption that 
recipients of checks drawn by the borrowers at the various banks 
intend permanently to increase their bank balances merely be- 
cause they have received certain payments from their creditors. 
In other respects the hypothetical set of circumstances corre- 
sponds with actuality. But the persons who receive these checks 
are likely to make use of such receipts cither in making pur- 
chases or retiring indebtedness of their own. It is necessary to 
inquire, therefore, whether this complication tends to invalidate 
the results shown in the illustration. 

a. Receipts Used to Retire Bank Indebtedness 

If the recipients of these checks use them to pay off indebted- 
ness of their own we may assume such indebtedness to be either 
to banks or to commercial creditors. If they use these funds 
to retire obligations at the banks the effect on the statements of 
the latter is as follows — after the checks have been collected: 

Resources lAabiUties 

(1) Lawful reserve increased 

(2) Loans decreased 


Unaffected 
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To the extent this takes place this group of banks merely forms 
the supplement to Bank X where, after borrowing at the reserve 
bank, its loans increased and its lawful reserve decreased. In 
the presence of effective demand for loans this group of banks 
is now able to increase its loans by exactly the same volume 
that Bank X was. This is self-evident, since they have drawn 
away from Bank X the amount which it borrowed at the reserve 
bank and have not increased their deposits in the process. The 
process is then identical with the illustration for Bank X but 
with this group of banks as the starting point for the ensuing 
expansion and dispersion. 

In the absence of effective demand for increased loans at these 
banks the latter may choose among several alternative methods 
for making use of their increased reserves. If they are indebted 
to the reserve bank this $100,000 may be used in liquidating a 
corresponding amount of such liability. Where this is done there 
is no net change in the combined totals of loans, deposits, re- 
serves, and bills payable of all the individual banks. That is, 
there is no necessary cliange resulting from the original trans- 
action assumed in the illustration. Bank X has increased its 
loans and its bills payable; by a like amount the other banks 
have been enabled to decrease both their loans and their bills 
payable. 

But the banks drawing away the increased reserve of Bank X 
may not be indebted to the reserve bank. There is a possibility 
that they may have borrowed from correspondent banks and 
utilized the excess reserve in their possession to retire such loans. 
To the extent this is done it is clear that these correspondent 
banks merely supplant this group of banks as possessors of 
excess reserves. Such interbank transactions are thus immate- 
rial from the standpoint of this discussion. 

b. Receipts Used to Increase Secondary Reserves 

If these banks have no bills payable their excess reserves may 
be utilized in the purchase of commercial paper, bankers^ accep- 
tances, or bonds, or they may be loaned through their New York 
correspondent in the call money market. Irrespective of which 
of these courses they pursue their excess reserves are merely 
transferred to other banks. If they purchase commercial paper, 
for instance, the note broker uses the funds either to pay off his 
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loans at his bank or to buy additional issues of paper from his 
clients. If he pays off his loans at his bank the funds go directly 
to that bank from the banks with the excess reserve. If he 
makes additional purchases the makers of such paper deposit the 
proceeds in their banks and proceed to draw against it. The 
funds continue to remain in other banks although the process 
of dispersion may continue almost indefinitely. 

The case is still simpler if the other alternatives are chosen. 
Only bankers deal in bankers’ acceptances; the purchase of 
these instruments results directly, therefore, in the transfer to 
the selling banks of the excess reserves. It is possible that if 
bonds are purchased the sellers may be individuals instead of 
banks, but the checks which they receive for the bonds sold are 
dcjiosited in their respective banks and collected by the latter. 
Similar reasoning makes evident that funds loaned in the call 
money market likewise reach other banks. 

Enough has been said to make clear that if the recipients of 
checks drawn against the original loan in Bank X use such funds 
for the retirement of bank indebtedness or for the purchase of 
additional earning assets the sums involved arc merely trans- 
ferred to still other banks whose lending power is correspondingly 
increased. We still have to consider what hap])cns if they use 
such increased funds to pay off their commercial creditors or to 
make additional purchases. 

c. Receipts Used for Other Purposes 

In this event also the funds are drawn away from this group 
of banks which, instead of being able to increase their loans 
merely through the collecting of checks from Bank X, find them- 
selves only the temporary possessors of the funds borrowed from 
the reserve bank by Bank X. 

After a period of stagnation in industry come the stages of 
recovery and prosperity. In both these stages there are many 
banks in the position of Bank X. That is, they find the demand 
for loans increasing; eventually they have to borrow from the 
reserve bank in order to meet the needs of their customers. The 
funds which they thus borrow and relcnd arc drawn away from 
them, and in such periods increases in the loans of some banks 
are not likely to be neutralized by a corresponding reduction 
of loans in other banks. With business active commercial houses 
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need to maintain at their banks larger balances because the cur- 
rent demands made upon them are heavier. The mere temporary 
possession of reserves drawn away from other lending banks 
thus tends to become virtually permanent possession simply be- 
cause the process is repeated over and over again as more and 
more banks find it necessary to replenish their reserves at the re- 
serve banks in order to meet the demands for loans on the part 
of their good customers. 

The validity of the illustration as adequately describing the 
process which actually takes place seems to depend, therefore, 
upon the existence of an effective demand for loans sufficient to 
take up the slack all along the line. But this was assumed 
in the first place as an essential element in the hypothetical 
case. Certainly in the absence of effective demand loans do not 
increase however simple the process may be; and increased de- 
mand for loans is a certain accompaniment of the upward swing 
of the business cycle. 

By means of these illustrations we see that deposits in the 
banking system have the power to expand tremendously on the 
basis of a given excess reserve held by a particular bank pro- 
vided there is sufficient demand for loans. This cxi>ansion is 
brought about through the loan process and the disi)ersion of the 
amounts loaned throughout the entire system. Whereas in the 
individual bank loans are a result of deposits, for the entire sys- 
tem of banks deposits are mainly the result of loans of other 
banks. Assuming the existence of sufficient effective demand for 
loans the only limiting factor in this multiplicative process is the 
necessity of each bank to maintain reserves against the increased 
deposits which come to it through the prior lending operations 
of other banks. Since the average reserve maintained by the 
banks is in the neighborhood of ten per cent of their net demand 
deposits the approximate deposit expansion may be obtained by 
multiplying the new reserve by ten. 

This relationship between legal reserves and deposits for mem- 
ber banks considered as a group is clearly shown by reference to 
the figures ^ for Dec. 31, 1926. On that date net demand deposits 
of all member banks amounted to $18,902,000,000. After de- 
ducting the required reserve for time deposits the member banks 
had reserve balances in the reserve banks applicable to demand 

^Thirteenth Annual Report of Federal Reserve Board, pp. 142-3. 
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deposits of $1,866,800,000. This is equal to approximately 
10.1% of demand deposits. 

2. Significance of This Process 

It seems pertinent at this point to inquire into the significance 
of the process just described. We have seen that there is nothing 
esoteric about the process itself; but the ability of the banking 
system to supply deposit currency equal to ten times the volume 
of gold and lawful money which comes into its possession is of 
such far-reaching importance to society that some attempt to 
uncover the real nature of the phenomenon is decidedly worth 
while. 

It was asserted in Chapter III that one of the most important 
functions of the modern commercial bank is to supply a medium 
of exchange in the form of deposit currency. The bank accepts 
the deposits of cash and cash items from its customers and in 
return gives them the right to draw checks against the deposits 
thus created. It seems convenient to speak of these deposits 
as being composed of the temporarily idle funds of their cus- 
tomers. But in a larger sense these funds are not idle even from 
the standpoint of the depositors. We do not ordinarily think of 
the reserves which a bank may find it necessary to keep as 
'fidle funds.’^ Directly they do not earn anything for the bank, 
but indirectly they make possible whatever profits it may be 
able to secure for they render convertible into cash the deposits 
of its customers and convertibility is absolutely essential for any 
kind of credit medium of exchange. It seems reasonable to look 
upon funds which are performing such an essential function as 
being anything but idle. Likewise tlie current deposits of the 
typical business unit in the commercial bank are serving as a re- 
serve for meeting the day-to-day obligations of the firm as well 
as providing one element in the claim of the customer for the 
right to borrow additional funds at the bank when the period 
of his maximum requirements comes round. In the absence of 
the banking system each business unit would need to keep such 
funds in the form of cash in its own safes. Not only this but 
the absolute amount maintained would need to be larger in or- 
der to cover peak requirements which are provided for in the 
modern banking system by borrowing at the bank. From the 
standpoint, then, of the depositors, the demand deposits main- 
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tained by them in the commercial banks are not idle funds but 
are performing a useful function for such depositors; further- 
more, these free balances are actually smaller than the sums 
such persons or firms would need to keep by them in cash in the 
absence of the banking system. 

But once these reserve funds of individuals and business houses 
are lodged in the banks the latter proceed to increase their effi- 
ciency tremendously. And it is this increase in efficiency which 
serves both as the explanation and the cause of the multiplica- 
tive process. In three different stages in the banking process 
this increasing efficiency makes itself apparent. 

Considerable increase in eflSciency comes merely from the con- 
centration or pooling of the funds. Having many customers the 
bank needs to keep only a small reserve and lends the remainder. 
With industry so diverse the maximum needs of some customers 
for funds comes at just the same time that customers engaged 
in other fields of enterprise have the largest volume of unused 
funds. The bank thus distributes these short-time funds about 
among its different customers according to their needs and 
deserts. In other words greater efficiency in the use of these 
funds is introduced when the bank, having many different cus- 
tomers, finds it necessary to maintain only a small percentage 
of its customers’ funds in the form of reserves and is thus in 
position to lend a large portion of the funds intrusted to its care. 
This is the first stage in the increasing efficiency of short-time 
funds in the possession of the banks. A still greater degree of 
economy in the use of these funds appears in the second stage. 
This is the stage in which the loans of one bank become the 
deposits of other banks, the process being possible of extension 
until the deposits are many times the reserves which the banks 
find it necessary to maintain. Extended examination of this last 
stage must be reserved for the chapter on Bank Credit. At 
this point it is sufficient to point out that no new wealth is 
being created directly through the lending over and over again 
of a constantly dwindling percentage of the funds deposited by 
its customers with each bank. Those who borrow must have 
bankable assets, and when they borrow they are merely coining 
those assets with which they do not wish to part into the most 
convenient means of payment — deposit currency. The third 
stage in this process of increasing efficiency in the utilization of 
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funds becomes evident when we turn our attention to the inter- 
relationship of reserves, loans and deposits for the federal reserve 
banks. 

C. FOR THE FEDERAL RESERVE BANKS 

The interrelationships of the reserve banks arc much simpler 
than is the case with the private banks. This is to be expected, 
since there are only twelve reserve banks and more than 28,000 
other banks. Furthermore, in its own district a particular re- 
serve bank operates exclusively. This means that when a mem- 
ber bank borrows at a reserve bank to meet the increased need 
of its customers it is likely that only a small portion of such 
funds will be drawn away to other districts. So long as the funds 
remain in the same district they arc merely transferred on the 
books of the reserve bank from the credit of one bank to an- 
other. As claims to the funds come into the possession of banks 
in other districts the lending reserve bank has an increased debit 
to its account on the books of the Gold Settlement Fund. Its 
gold reserves are thereby less than they would have been had 
this particular loan been refused. The reserves of the other re- 
serve banks are, of course, increased by a like amount. But for 
the purpose of simplifying this discussion it seems proper to treat 
the reserve banks as a unit, bearing in mind, however, that inter- 
bank settlements have to be made. 

Efficiency in the use of reserve funds is carried to the third 
and last stage when such funds arc deposited in the reserve 
banks by the member banks. In the reserve banks arc pooled 
all the legal reserves of the various member banks. These legal 
reserves, as we have seen, are in the form of free balances in the 
accounts of the different member banks, and are built up not 
only by selling to the reserve banks some of the individual bankas 
earning assets and by borrowing on collateral notes, but also 
by the deposit with the reserve bank of surplus cash in the vaults 
of the member banks. In paying off indebtedness at the reserve 
banks also it is frequently found by individual banks to be ex- 
pedient to turn over to the reserve banks actual cash. In the 
larger banks we have seen that non-reserve cash — federal re- 
serve notes, national bank notes and federal reserve bank notes — 
is likely to be used first; additional payments which have to be 
made in currency will have to take the form of greenbacks and 
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gold and silver certificates, and gold coin, all of which is avail- 
able for use by the rescfrve banks as reserves against their out- 
standing deposits. 

But the federal reserve banks do not find it necessary either 
by law or experience to maintain reserves of one hundred per 
cent against their outstanding obligations. Being required to 
maintain a reserve of thirty-five per cent against their de- 
posits, out of each $100, (XX) reserve money which comes into 
their possession, the reserve banks have $65,000 available to 
serve as a basis for additional loans to the member banks. When 
a member bank finds itself in this condition it can lend the $65,- 
000, thus bringing its reserves down to the desired point because 
the funds which it loans are drawn away to other banking insti- 
tutions and the process is begun whereby the deposits of all the 
’lanks may expand to $650,000. The reserve banks are more 
strategically situated, however, for two reasons: 

(1) When banks borrow it is usually for the purpose of 
strengthening their free balances at the reserve bank in order to 
meet the demands of their customers for accommodation. As they 
proceed to lend the funds borrowed from the reserve banks the 
lending bank finds it necessary to part with the newly acquired 
funds. But other banks get those same funds when they receive 
the checks drawn by the customers of the lending bank. The 
collection of these checks either through the local clearing house 
or through the federal reserve collection system results merely 
in transferring to a new set of banks the funds borrowed by the 
first group. The transfer, however, takes place on the books of 
the federal reserve banks and means no necessary loss of cash by 
those banks. Holding the legal reserves of both groups of banks 
there is no incentive on the part of either to withdraw the amount 
borrowed except to replenish vault cash. The banks whose de- 
posits and reserves are increased because of the borrowing and 
lending operations of the other group are merely in position to 
increase their own loans because their reserves have increased. 

(2) Even to the degree that some of the banks involved in the 
process may need considerable cash for over-the-counter pur- 
poses the reserve funds of the reserve banks are not necessarily 
or ordinarily drawn upon. They use instead some of their earn- 
ing assets to secure from the federal reserve agent additional 
federal reserve notes and pay these out as there is a demand for 
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currency. As additional federal reserve notes are issued, of 
course, the reserve banks have to set aside a reserve of forty per 
cent in gold, but it is apparent that this makes possible issues 
of federal reserve notes equal to two and one-half times the gold 
reserves which the reserve banks hold. In this way the need 
of the banking and business world for additional common money 
may be supplied without entailing any loss of gold by the reserve 
banks. 


1. Theoretical Limit of Expansion 

For the purpose of clarifying the exposition to this point let 
us assume that a reserve bank receives from a member bank a 
deposit of $100,000 consisting of gold certificates and green- 
backs. With this increased reserve we have already seen that 
the member bank can lend an additional $100,000. Assuming 
the existence of effective demand all along the line this $100,000 
gradually becomes dispersed through the system of individual 
banks in such manner that there emerge finally deposits of 
$1,000,000. In the federal reserve bank itself $35,000 of the 
new cash it has received it must set aside as a reserve against 
the $100,000 deposit of the member bank. This leaves $65,000 
available for other purposes. 

One of these other purposes is to serve as reserve against 
additional issues of federal reserve notes. If used for this pur- 
pose it will support a volume equal to times $65,000 or $162,- 
500. And this is the limit of expansion throughout the system 
if notes are issued. Member banks demand notes only for the 
purposes of meeting the increased needs of their depositors for 
more hand-to-hand money. In other words the member banks 
are merely the channels through which these notes get into gen- 
eral circulation. This conclusion is not altered in any way by 
the fact that the immediate reason member banks demand more 
notes at the reserve banks is to replenish their supply of vault 
cash. For their vault cash would not need replenishing if de- 
positors, in the immediate past, had not been withdrawing more 
currency than they were depositing. When depositors through- 
out the country are doing this we have conclusive evidence that 
there is an increasing need for hand-to-hand money. It is only 
at such times that the total volume of federal reserve notes out- 
standing increases, and since such, increases merely pass through 
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the member banks and do not remain there, there is no addi- 
tional expansion possible on the basis of the increased issues of 
federal reserve notes. 

The expansive power is much greater, however, if the available 
$65,000 in the reserve banks is used to support deposit credits. 
For this purpose the required reserve is thirty-five per cent, 
hence 100/35 of $65,000 or approximately $186,000 of additional 
deposit credit may be extended to the member banks, thus in- 
creasing the reserves of the member banks by that sum. But we 
have seen that member banks can multiply new reserves by ten, 
so that the deposits of the member banks could be increased by 
$1,860,000, and the ultimate reserve back of these deposits would 
be merely the $65,000 with which we started. In other words, 
for every dollar of lawful money in the reserve banks there is 
theoretically a possible credit expansion of over $28.50. 

2. Actual Expansion Necessarily Much Smaller 

In actual practice no such expansion is possible. The demand 
for accommodation by customers of the member banks increases 
only when business is expanding. But when business is expand- 
ing we have seen that there is an increased need for common 
money; that is, the need for more bank credit is inevitably ac- 
companied by the need for more hand-to-hand money. This is 
not to assert that there is any fixed and invariable ratio between 
deposit currency and common money. Such may or may not be 
the case. Two difficulties stand in the way of determining once 
and for all the facts of the case. The volume of money in gen- 
eral circulation must be, partially at least, an estimate, while 
in the case of deposits there are uncertainties with respect to 
classification. Fully recognizing these difficulties one eminent 
economist estimates ^ that a ratio of six to one approximates the 
facts. That is, he estimates that for every increase of six dollars 
in deposit currency there is required an increase of one dollar 
in common money outside the banks. If we assume this ratio to 
be reasonably accurate it is a simple matter to determine to 
what extent the need for common money exerts a retarding in- 
fluence on that expansion of deposit currency which is possible 
on the basis of a given reserve in the reserve banks. 

*0. M. W. Sprague, Hearing Before the Joint Commission of Agricul- 
tural Inquiry, Vol. 2, p. 467. 
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For the simplest case possible let us take the figures con- 
tained in the ratio itself — six dollars deposit currency and one 
dollar of common money. For six dollars of deposit currency 
outstanding the member banks must maintain a legal reserve of 
10% or sixty cents. As we have seen, this reserve must be in 
the form of a credit balance at the reserve bank, in other words, 
a deposit at the reserve bank. Against its deposits the reserve 
bank is required to hold a reserve of 35%. Against each sixty 
cent deposit, therefore, the reserve bank must hold a reserve of 
twenty-one cents. 

Byt the legal reserve which member banks must keep at the 
reserve bank does not relieve these banks of the necessity of car- 
rying cash in their own vaults. In another connection it is 
pointed out that the vault cash carried by individual banks 
averages about two per cent of their deposits. For a six dollar 
deposit, therefore, they would need .12 in cash. In the final 
analysis this cash must come from the reserve banks and must, 
therefore, be added to the $1 of common money in the hands of 
the general public. This makes a total of $1.12 of federal reserve 
notes outstanding for each six dollars of deposit currency. Since 
the reserve banks must maintain a reserve of 40% against these 
notes a total reserve of .4480 is required. Combining this with 
the 21c reserve required for six dollars of member bank deposits, 
we reach a total of .6580 which the reserve banks must hold for 
each six dollars of deposit currency and one dollar of common 
money in the hands of the general public. The ratio between 
the sum of six plus one and this .6580 ultimate reserve is approxi- 
mately 10.64. In other words, assuming the six to one ratio to 
be correct we find that for every dollar of reserve held by the 
reserve banks there is a possible expansion of the circulating 
medium as a whole — and in the needed proportions of deposit 
currency and common money — of $10.64. 

Once again it is evident that the actual reserve required turns 
out to be a limiting factor. For while the actual volume of law- 
ful jnoney retained as reserve by the reserve banks may not 
change we see that it is possible for its liabilities as repre- 
sented by the balances of member banks and by federal reserve 
notes outstanding to increase. When this happens the actual 
reserve may remain constant but the reserve ratio decreases at 
the same time. If reserves constituted the sole factor limiting 
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credit expansion such expansion might continue up to the point 
where the balances of member banks — largely built up by 
borrowing at the reserve banks and then merely transferred back 
and forth on the books of the reserve bank from the credit of 
one bank to the credit of another — together with the volume of 
federal reserve notes outstanding, have grown so large that any 
further expansion would bring the reserve ratio of the reserve 
banks down to the minimum prescribed by law. The reserves 
specified in the Federal Reserve Act represent approximately 
the usual reserve percentages of central banking systems in other 
countries. But there is of course nothing sacred about these 
percentages. Furthermore the Federal Reserve Board is granted 
the power to suspend these reserve requirements. Nevertheless 
the mere approach of the reserve percentages of the reserve banks 
to the minimum figures specified by law tends to undermine con- 
fidence in the soundness of the whole credit structure. This 
actually happened in the spring of 1920 and fear was expressed 
that if the Reserve Board made use of its power to suspend the 
reserve requirements it was not at all unlikely that a disastrous 
panic might ensue. Restrictive measures are required earlier 
in order that such situations may not occur. Prior to 1914 we 
have seen that in view of the extreme decentralization prevail- 
ing no concerted policy looking toward restriction of credit was 
possible, and this was one of the most serious defects in the older 
banking system which the Federal Reserve Act was designed to 
overcome. Those portions of the Federal Reserve Act which 
aimed to accomplish this end will be discussed in Chapter XVII. 
But first it is necessary to analyze more thoroughly the nature 
of bank credit. 
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CHAPTER XVI 

BANK CREDIT 

A. ULTIMATE BASIS OF BANKS’ LIABILITIES 

The description and analysis of the banking process to this 
point has been directed to the end of giving the reader some gen- 
eral understanding of the nature of the phenomena being con- 
sidered. It has dealt necessarily and intentionally with the 
more superficial aspects of the problem. The impression has 
been given that the banking system is based on funds. It bas 
been pointed out, for instance, that the customers of banks de- 
posit funds with their banks for a variety of purposes. It has 
been emphasized that the banks gather together innumerable 
small funds into much larger funds. On the basis of funds 
thus acquired they make advances of funds to their various bor- 
rowing customers, maintaining at all times a comparatively small 
fund for reserve purposes. Underlying the discussion has been 
the intimation that there is in existence a fixed volume of short- 
time funds the owners of which arc apt to call for at any time; 
and that it is the business of the commercial banks to pass these 
funds around, making them available first to this set of cus- 
tomers, then to that group of borrowers. This is the conventional 
conception of the role of the commercial bank in the modern 
financial structure. It is important for the student to grasp this 
concept, but only as a preliminary step to getting at a deeper 
analysis of the fundamental nature of bank credit. 

Going beneath the surface it soon becomes evident that the 
modern banking structure is actually erected on the basis of 
claims to capital goods, and that the “funds” which have been 
discussed merely facilitate the exchange of such claims. Through 
the intermediation of the banks borrowers are enabled to coin 
into a convenient medium of exchange claims to a portion of 
their bankable assets. The value of the claims which arc thus 
turned over to the bank is roughly equivalent to the total vol- 
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ume of bank deposits in existence. What these borrowers really 
want is not money ; it is not even the increased balance in their 
checking accounts which comes as the first tangible expression 
of their borrowing operations. This is merely purchasing power 
which is essential to the acquiring of what the borrowers actually 
want — concrete forms of capital to be used in their productive or 
commercial processes. The services of the banks are utilized to 
facilitate the transfers of rights to these goods. The extent to 
which banks can dispose of their services in this manner is 
usually said to be limited by the size of their reserves. But we 
have already seen that in a sound central banking system such 
as ours the banks, in their turn, are enabled to replenish their 
reserves by borrowing from the reserve institutions and having 
their own accounts credited. The command of capital in the 
form of generalized purchasing power which the banks supply 
has as its real limitation the real capital actually in existence; 
reserves are pertinent merely as a test of the solvency of the 
entire mass of such credit transactions. The expansion of bank 
loans, therefore, depends not so much on the amount of cash re- 
serves which the banks happen to have as upon the possession by 
borrowing customers of the banks of sound assets. 

If this analysis be sound it must be evident that bank de- 
posits in the aggregate are not synonymous with wealth. An 
ordinary loan operation whereby the borrower transfers to the 
bank a claim to a portion of his bankable resources in exchange 
for generalized purchasing power increases the total volume of 
bank deposits. But there is no more wealth in existence after 
the conclusion of the transfer than there was before. The banks 
constitute the convenient agency through which such transfers 
are effected and thereby facilitate the processes whereby more 
wealth is produced. Furthermore, by providing such an inex- 
pensive medium of exchange labor and capital arc liberated for 
productive purposes which otherwise would need to be directed 
to gold or silver mining. Indirectly, therefore, the services of the 
banks may be said to be utilized in the production process. But 
the mere increase of the banks’ credit facilities does not of itself 
add to the total wealth of a nation. 
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B. MANUFACTURE OF BANK CREDIT 

The term bank credit is frequently used rather loosely in a 
number of different senses. Sometimes it is used to mean the 
credit extended by banks to borrowers. Some writers use it to 
mean the credit extended to the bank by its customers when 
they open up a deposit account or increase the free balance al- 
ready being maintained. At other times it is used interchange- 
ably with deposits. It is in this latter sense it is used here. 
Bank credit comes into being when the doubts of a farmer or 
working-man concerning the reliability of banks are overcome 
and he takes the little hoard of cash he has hidden away and 
deposits it in the bank. It comes into being when a customer 
having rights to bankable assets transfers a portion of such rights 
in exchange for an increased balance in his checking account. 
Whether this credit balance be secured by the deposit of actual 
cash or its equivalent or through a borrowing operation is imma- 
terial. When the bank credits a given customer's account bank 
credit comes into being. As the total volume of bank credit out- 
standing increases a larger volume of rights to bankable assets — 
as measured in pecuniary terms — is being transformed at the 
instance of their owners into the generalized purchasing power 
of bank credit. 

1. Bankable Assets and Borrowing Power 

From what has gone before it should be clear that the existence 
in a bank of reserves in excess of the amount which it commonly 
considers it necessary to maintain docs not imply unused bank 
credit. This is merely potential bank credit. Banks do not 
make advances to their customers because they have excessive 
reserves or because they can replenish their reserves at the re- 
serve banks. This is a necessary condition precedent to loan 
expansion, just as the rails are necessary if the trains are to run. 
Yet the rails do not cause the trains to run. Banks really make 
advances because good loans are offered. Before bank credit 
actually comes into existence, then, there must be not only 
loaning power on the part of some bank but also borrowing power 
on the part of some person or corporation that actually exercises 
this power and secur^^ an increased credit gn the bopks of the 
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bank. If conditions in the business world are such as to make 
men doubtful about the prospects for the future they will be 
liquidating the loans they have secured in the past rather than 
taking steps to bring into existence new bank credits. Easy 
money and low discount rates are no temptation to the business 
man who can see no profits ahead. Furthermore, in case the 
banking fraternity shares in his pessimistic views of the future 
his borrowing power itself will be considerably reduced. This is 
true because in the last analysis borrowing power — assuming the 
moral risk to be satisfactory and the purpose for which the 
loan is desired a legitimate one — is conditioned not only upon 
the value of the customer’s bankable assets but upon the pros- 
pects of future product marketable at a profit. If both busi- 
ness men and bankers are pessimistic about the prospects for 
the future it will not appear to them ‘that goods to be pro- 
duced by combining land, labor and capital which might be 
secured through the medium of bank credit can be marketed 
at a profit. In such cases, therefore, one of the fundamental 
conditions necessary for the existence of borrowing ’power is 
lacking. 

Borrowing is always essentially a promise of payment out of 
future paying power. Future paying power does not necessarily 
mean future profits. The student who borrows ten dollars from 
his roommate probably would be unable to do so unless the 
roommate felt confident that there would shortly be on hand a 
check from home out of which repayment could be effected. 
Here future paying power exists without the prospects of future 
profits, but where the commercial bank makes advances the 
two ordinarily go together. At any rate one of the conditions 
which the bank considers essential is that there be prospects of 
future paying power entirely aside from and in addition to the 
borrower’s present bankable resources. This is clearly true for 
all commercial loans for one of the essential requirements for 
loans of this type is that they shall be self-liquidating; and no 
loan can be self-liquidating unless in the future there are prod- 
ucts to be marketed or funds coming in from the sale of products 
which have already been marketed. Loans made in the absence 
of prospects of future marketable product or future paying 
power will have to be liquidated out of the working capital of 
the borrower which really constitutes his -present paying power. 
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When loans of this character are made they are merely consiunp- 
tive loans and hence of no interest to us here. 

It is apparent, therefore, that prospects of future paying 
power are essential for all commercial borrowing. But this is 
not the only requisite which conditions borrowing power. There 
must also be present titles to bankable assets; otherwise the bank 
is unprotected during the life of the loan and the total volume 
of bank credit outstanding would have no necessary validation 
in goods capital. Protection during the life of the loan is always 
necessary because the prospect of future paying power is not a 
certainty of such power. If the present prospect of future pay- 
ing power be lacking altogether we have seen that no commercial 
loan can be granted. But even though the present prospect be 
good the future paying power, nevertheless, may not mate- 
rialize. For such eventuality the bank must be prepared, and 
this preparation commonly takes the form of requiring that the 
value of the bankable resources be at least as large as the ac- 
commodation granted.^ As a matter of fact, in the typical case 
of a manufacturer, jobber or retailer, no conservatively man- 
aged bank will extend credit in excess of the value of the present 
bankable assets whatever be the prospects of future paying 
power. The value of the bankable resources usually constitutes, 
therefore, the upper limit beyond which borrowing power does 
not pass. 

C. CLASSES OF LOANS 

In general loans made by a commercial bank to its customers 
may be divided into two groups — secured and unsecured. These 
terms are somewhat misleading for in the last analysis no loans 
are unsecured. The use of the term “unsecured” in this con- 
nection has reference merely to the fact that physical posses- 
sion of the security does not come actually into the hands of the 
bank. With the typical commercial bank unsecured loans bulk 
much larger than secured loans. It seems well, nevertheless, to 
consider secured loans first since a knowledge of the different 
types of secured loans and why they are secured is an essential 
preparation for a thorough understanding of unsecured loans. 

* Dealers in readily marketable staples and in securities are exceptions 
to this, as are also commercial paper houses and finance companies. See 
pp. 211 and 212. 
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1. SECxntED Loans 

a. Collateral Required because of the Extent of the Risk 

Loans in which physical possession of collateral is actually 
held by the banks may be divided for our purpose into two main 
divisions. In the first division are found loans made to bor- 
rowers whose financial position, in the opinion of the banker, does 
not warrant advances on any other basis. Among such advances 
are consumptive loans, that is loans to professional men or other 
individuals who are temporarily in need of additional funds to 
meet living expenses and who have property which they do not 
wish to liquidate in view of the fact that their need is merely 
temporary. In this division also are loans made to business firms 
whose credit position is not entirely satisfactory. It takes time 
for a new enterprise to get itself firmly established; until it 
demonstrates its earning capacity it must expect to secure bank 
accommodation only on a secured basis. Older firms sometimes 
suffer an impairment of their financial position sufficient to make 
the banker consider it unwise to advance funds in the absence 
of collateral security. Only when a concern can demonstrate 
that it is soundly financed and can show consistent earning capac- 
ity may collateral be dispensed with. 

The most common security for loans in this first division is 
real estate. When the security for a loan consists of perma- 
nent capital the presumption is that the loan itself is for fixed 
capital rather than for working capital purposes. As is indi- 
cated in the preceding paragraph this is not always the case. 
But assuming for the moment that all such loans are for fixed 
capital purposes let us attempt to ascertain to what extent the 
commercial banks are actually furnishing capital for permanent 
uses. 

According to classical banking doctrine it is unsound for banks 
to make use of the funds represented by demand deposits for 
fixed capital advances. These are not the only funds, however, 
with which the commercial bank deals. Its capital, surplus and 
undivided profits represent the equity of the stockholders in the 
business, and, so long as dividends are paid out of current earn- 
ings only, this invested capital may be retained permanently by 
the banks. As of June 30, 1926, this figure for all member banks 
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reached a total of $4,832,000,000.^ This represents one fund 
which can be used legitimately for fixed capital purposes. 

But commercial banks commonly carry savings deposits also, 
and savings deposits, in the aggregate, may properly be con- 
sidered permanent. Therefore the funds represented by savings 
deposits may also be used for long-time advances. The figure 
for savings deposits for member banks only is not available. 
The figure for ^Time deposits’^ is given in the Annual Reports 
of the Federal Reserve Board. For June 30, 1926, total time 
deposits held by member banks amounted to $11,440,000,000.^ 
Not all time deposits are savings deposits, however. Included 
in this total are time certificates of deposit, most of which can- 
not be expected to remain in this form longer than the maturity 
dates of the individual certificates. While they are thus more or 
less likely to remain intact for thirty, sixty, or ninety days, or 
even six months or a year, they do not possess that quality of 
permanence which may be ascribed properly to savings deposits. 
For all member banks this figure cannot be disentangled accu- 
rately, but an approximation is possible. For all groups of banks 
combined — member and non-member — on June 30, 1926, savings 
deposits totaled slightly over $21,000,000,000 and time certificates 
of deposit slightly over $3,000,000,000.^ Assuming this same 
ratio to apply to all member banks only we may deduct one- 
seventh of the above figure for time deposits to get the total 
savings deposits of member banks. The figure thus derived is 
$9,806,000,000. This figure, combined with the one for stock- 
holders^ invested capital, gives a total of $14,638,000,000. This 
represents an amount, therefore, which the member banks may 
use for fixed capital purposes without running counter to classi- 
cal banking doctrine. In order to determine whether more than 
this is diverted into the channels for permanent capital it is 
necessary to examine the uses to which these banks put their 
funds. 

Let us continue to assume temporarily that all loans on the 
security of real estate as well as all other secured loans represent 
fixed capital advances. To these totals we must add the invest- 
ments of the banks in bonds, mortgages and other long-time 

' The Thirteenth Annual Report of Federal Reserve Boards p. 142. 
p. 142. 

• Report of the Comptroller of the Currency for 1926i p. 102. 
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securities, as well as the total tied up in banking premises, furni- 
ture and fixtures, and other real estate owned. It is necessary to 
derive the latter figure for all member banks. On June 30, 1926, 
for all classes of banks — member and non-member alike — ^this 
amounted to $1,808,441,000,^ or approximately 19% of the in- 
vested capital of all banks. Assuming this ratio to apply to all 
member banks only we derive a figure for banking premises, etc., 
of $918,080,000. We are now in position to construct the fol- 
lowing table: 


ALL MEMBER BANKS JUNE 20, 1926 
(000 omitted) 


Investments 

Real estate loans 

Other secured loans . . 
Bank premises, etc. . . 

,. $ 9,124,000 • 

. . 2,649,500 

.. 7,321,000 

918,080 

Capital, surplus and 
undivided profits . . 
Savings deposits 

. . S 4,832,000 
. . 9,806,000 

Deduct 

20,012,580 
. . 14,638,000 


$14,638,000 

Excess 

. . $ 5,384,580 




On June 30, 1926, the net demand deposits of all member banks 
amounted to $18,766,000,000.’^ Adding to this amount the 
figure of $1,634,000,000 for time certificates of deposit — deducted 
above in order to derive the figure for savings deposits — gives a 
total of $20,400,000,000. Of this amount, still assuming all se- 
cured loans to be for fixed capital purposes, $5,384,580,000, or 
approximately 21 Mj% represents short-time funds diverted by 
the member banks to long-time purposes. 

There are two factors to be considered, however, one of which 
tends to make this figure larger and the other serves to make it 
smaller. In arriving at the above figure there is the implication 
that all unsecured loans are necessarily for short-time purposes. 
But it must be admitted that there are many cases where firms 
or individuals with high credit standing borrow from commer- 
cial banks on an unsecured basis for fixed capital purposes. 
What the aggregate of such borrowings might be it is impossible 
to say. On the other hand, as was indicated earlier, not all 
secured loans are necessarily for fixed capital purposes. Such 

* Report of the Comptroller of the Currency for 1926, p. 102. 

’ Source of figures not otherwise accounted for, Thirteenth Annual Re- 
port, Federal Reserve Board, 

*Ihid„ p. 143. 
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loans include not only real estate loans and loans secured by 
stocks and bonds, but also all the loans falling within the second 
main division of secured loans to be discussed in the next para- 
graph. These two factors might or might not offset each other, 
but since they are pulling in opposite directions it does not appear 
unreasonable to assume that for our purpose the figure obtained 
above is approximately correct. Whether this condition is one 
which serves materially to undermine the liquid position of mem- 
ber banks is reserved for discussion later. 

b. Collateral Required Irrespective of the Risk Involved 

So far as commercial banking funds arc concerned by far the 
most important types of secured loans are found in the second 
division. In this division are placed all those types of loans 
for which the bank obtains collateral security irrespective of the 
credit standing of the borrower. It is worthy of special notice 
that in spite of the fact that a large percentage of commercial 
banking funds are loaned without collateral coming into the pos- 
session of the bank, the bank really prefers collateral in each 
case. The difficulty arises from the fact that in the typical 
commercial loan collateral arising out of the ordinary operation 
of the business is out of the question. The merchant needs to 
display his goods if he is to sell them, but even if this were not 
the case the bank is not equipped to hold as collateral groceries, 
shoes, or bath tubs. The manufacturer is engaged in changing 
the form of his raw materials and aims to sell his product as soon 
as it is completed. There is nothing about the typical manu- 
facturing, jobbing or retail enterprise that gives rise to collateral 
which is available or which the bank could conveniently handle 
even if it were available. The large percentage of unsecured 
bank loans is due to this set of circumstances and not to the fact 
that banks prefer to be unsecured. 

Further evidence in support of this proposition is discovered 
as soon as we begin to examine the types of loans in this sec- 
ond main division of secured loans. Loans made by one bank to 
another are almost invariably collateraled. The Continental 
National Bank and Trust Company of Chicago is one of the larg- 
est banks in the United States outside of New York City. Its 
credit standing is absolutely unquestioned. Yet if it should have 
occasion to borrow from the National City Bank, the Chase Na- 
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tional Bank, or the National Bank of Commerce in New York 
City it would be expected to put up collateral. In this case it 
must be evident that such collateral is not required because of any 
doubt of the ability or willingness of the Continental National 
Bank and Trust Company to meet its obligations. However high 
the credit standing of the packing firms may be it is certainly in- 
ferior to that of this powerful banking institution. Yet at the 
same time these packing houses may be borrowing from the same 
New York banks on an unsecured basis. As already intimated 
the explanation lies in the fact that with the packers collateral 
arising out of their business is not easily available while the 
ordinary operation of the bank supplies it with a plentiful volume 
of such collateral. It consists of the bonds which each well- 
managed bank deems it advisable to carry in its investment 
account. The lending banks thus expect collateral to be put 
up, not because they adjudge the credit standing of the Conti- 
nental National Bank and Trust Company lower than that of 
the packing houses, but because suitable collateral is easily 
available. 

Similar in nature to loans made by one commercial bank to 
another are loans made to investment banking firms and to 
commercial paper houses. The credit standing of such borrowers 
is commonly of the highest, yet in borrowing from the commer- 
cial bank they are expected to put up collateral. From the 
nature of their business such collateral is easily available. When 
the investment banker underwrites an issue of securities of a 
given corporation it is usually necessary to turn over to the 
borrowing corporation a large portion of the sum involved before 
the securities can be distributed. These identical stocks and 
bonds may thus be used as collateral to secure funds from the 
commercial bank to pay over to the corporation. As distribu- 
tion of the securities proceeds the investment banker may pay 
off the loan at the commercial bank or substitute other securities 
of later underwritings or from his own investments. 

The earnings of commercial paper houses come principally 
from the commissions — usually % of 1% — which they charge 
the borrowing corporation. It is evident that a large volume of 
paper must be handled in order to make profits of any magni- 
tude. The capital of such houses is usually small in relation to 
the volume of paper handled, most of which has to be purchased 
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outright. This is possible because they can borrow from the 
commercial bank on the security of the notes they are engaged 
in marketing. Both the high character of the notes and the 
diversification of risk which they make possible combine to form 
excellent security for the advances of the commercial banks. 
Because of this commercial paper houses are frequently able to 
borrow amounts considerably in excess of their own capital. 

Another type of financial institution which frequently borrows 
from the commercial bank is the discount or finance company. 
These houses serve as middlemen between the commercial banks 
and borrowers whose credit standing does not justify the former 
in making advances on an unsecured basis. In the absence of 
collateral such firms are unable to secure accommodation from 
the commercial banks. The finance company may take an as- 
signment of all or a portion of the firm’s accounts receivable 
as collateral for an advance. In some cases the bank may be 
willing to take such an assignment in lieu of other collateral. 
But the bank is not equipped to look properly after such col- 
lateral. The discount company is prepared to check over daily — 
if it considers it necessary — ^the receipts of the borrowing firm, 
and thus satisfy itself that as the firm’s customers pay off their 
debts the proceeds are turned over to the finance company. The 
capital of the finance company commonly is not large; hence a 
considerable portion of the funds it lends is borrowed from the 
commercial bank, secured by the assignment of the accounts re- 
ceivable on which the finance company lends. The commercial 
bank is thus better protected than if it loaned directly to the 
borrowing firm on the security of the assigned accounts receiv- 
able. It has, in addition, the note of the finance company and 
the assurance that the latter is better equipped to see that the 
collateral is not dissipated. Because of this double security and 
the liquid character of the collateral the finance company is often 
able to borrow from the commercial bank sums considerably in 
excess of its own capital. The commercial paper house and the 
investment banker, having highly liquid collateral arising out of 
the normal operations of their business, are also exceptions to 
the general proposition that a firm’s net worth sets the upper 
limit of the accommodation it may expect to secure from the 
commercial bank. 

There is also one other exception. The dealer ic readily mar- 
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ketable staples such as cotton and wheat, which may be stored 
temporarily in bonded warehouses, may also be able to borrow 
from the commercial bank more than his net worth, since he is 
able to put up as collateral his warehouse receipts. It will be 
noted that such collateral belongs to the type which arises out 
of the ordinary operation of such dealers or factors, and while 
the bank could not be expected to hold the cotton or wheat 
itself the warehouse receipts form an acceptable claim to the 
underlying collateral. The highly liquid nature of this security 
justifies the bank in extending a larger measure of accommoda- 
tion to such dealers than is the case with the typical manufac- 
turer, jobber, or retailer. 

In this discussion of secured loans emphasis has been laid 
on the fact that in all of the cases already mentioned the col- 
lateral “arises out of the normal operations of th.e borrower.^^ 
The commercial paper house has for collateral the paper in which 
it deals. The investment banker has the securities he is in the 
process of distributing. The finance company may put up the 
assignment of the accounts receivable which it takes from the 
borrowing firm as its own security. The grain and cotton dealer 
has his warehouse receipts. It has been pointed out that for 
such borrowers the commercial bank is justified in extending 
accommodation in excess of the net worth of its own customer. 
There remains for passing consideration another class of cus- 
tomers — ^thbse who can put up collateral which the bank is able 
conveniently to handle but which either has no necessary con- 
nection with the borrowers^ business or else is not liquid. 

During the war and post-war periods many firms carried in- 
vestments in Liberty Bonds. In later years it has become in- 
creasingly common to find some stocks or bonds in corporation 
balance sheets. Such investments may be divided into two 
groups: those owned by the corporation for the purpose of main- 
taining control of subsidiary corporations ; and those held merely 
as a means of earning interest or dividends on some portion of 
their liquid capital not actually needed for other purposes. 

Title to those securities belonging to the first group the cor- 
poration must continue to hold if it is to retain control of its 
subsidiaries. Such stocks and bonds are frequently put up with 
a trustee as security for issues of the corporation's own collateral 
trust bonds. Where this is not the case, however, such securities 
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may be available for service as collateral for commercial loans 
at the bank. But these securities are in the possession of the 
corporation merely as an incident of its financial structure; they 
have no necessary connection with the customary procedure in- 
volved in the purchase and sale of goods in the particular 
industry concerned. In other words they do not constitute 
collateral ^^arising out of the ordinary operations of the busi- 
ness.^' For that reason ordinarily they are not required by the 
banks as collateral to loans so long as the financial position of 
the borrowing corporation remains satisfactory and the sums 
which the corporation needs to borrow are consistent with its 
current financial position. There may seem to be a certain 
degree of inconsistency in the practice of the banks in this re- 
spect. We have seen that banks prefer to be secured and here 
is collateral available which is not required. This inconsistency, 
if such it be, is justified on grounds of expediency. For prac- 
tical reasons it is important that all borrowers in a given industry 
whose financial standing is similar be treated alike. It is not 
difficult to imagine, for instance, two corporations in a certain 
industry whose financial standing is sucli as to justify equal lines 
of credit. One of these corporations owns large blocks of stock 
in subsidiary corporations while in the second corporation all 
the physical property is owned directly by it. If the second cor- 
poration can borrow on an unsecured basis equity demands that 
the first corporation be permitted to do so also despite the fact 
that securities title to whicli it must retain are easily available 
for collateral. Should the credit standing of the first corporation 
become impaired, or should it need to borrow more than its 
maximum line of credit calls for, additional accommodation 
may at times be obtained by putting up such securities as 
collateral. 

The situation is considerably different with investments be- 
longing to the second group. These are purchased by the cor- 
poration when its cash position becomes unduly strong for the 
purpose of earning a larger return than banks may legitimately 
pay. When the cash position weakens to a degree sufficient to 
require unusually heavy accommodation at the bank sound 
financial management suggests the desirability of selling such 
securities rather than attempting to use them as collateral for 
extraordinary loans at the bank. In case the security markets 
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are temporarily depressed, or in the event the extra funds are 
needed for only a very short period, the wiser course may be 
to retain the securities and put them up as collateral in order to 
facilitate the larger loans at the bank. 

Because of the character of the regulations under which they 
operate the national banks correspond more closely to the ideal 
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of commercial banks than do any group of state banks. Some 
conception of the relative magnitude of secured and unsecured 
loans for this group of banks may be obtained from figures 
compiled by the Comptroller of the Currency. The figures below 
are adapted from a table ^ prepared by the Comptroller and rep- 
resent the situation as it existed on June 30, 1924. The figures 
in each division are percentages of loans of national banks to 
total loans for these same banks: 

* Report of the Comptroller of the Currency^ p. 35, 
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Secured; 

By stocks and bonds 25.92% 

By mdse., warehouse receipts, etc. 11.28% 

By real estate 4.47% 

Total secured 41.67% 

Unsecured 58.33% 


Similar figures for state banks are not available since ninety 
per cent of their loans are ^^unclassified.” ^ If such figures could 
be obtained it is probable that the percentage of secured loans 
would be larger than for national banks. Such increase would 
be most likely to make its appearance in a larger percentage 
of real estate loans, and such loans, when made from funds 
coming into the bank through demand deposits, mean the absorp- 
tion of short-time funds for fixed capital purposes. Reference 
to the figures for all member banks given on page 208, however, 
seems to indicate that the large percentage of real estate loans 
for such banks is due to the large percentage of savings deposits 
which these banks commonly are how able to secure. 

From the figures given above it is apparent that when banking 
institutions are predominately commercial banks more than half 
their loans are made on a basis which fails to provide collateral 
actually in the possession of the lending bank. With a collateral 
loan the lender has an exclusive claim to the property pledged 
as security. In the event of failure of the borrower to repay 
the loan at maturity, or in any other way fail to live up to his 
obligations, the bank may sell the collateral in order to reim- 
burse itself for the funds advanced. With collateral loans the 
market value of the security usually exceeds the sum loaned. 
^ decline in market price must be great enough, therefore, more 
v,han to wipe out this margin before the lending bank stands to 
lose anything. W^hen the collateral consists of listed securities 
actively traded in, or of cotton or wheat, a fall in prices is 
sometimes so sudden and drastic that the bank is unable to get 
the collateral sold in time to protect itself entirely. Losses are 
sometimes due to this in spite of the fact that the lender be- 
comes one of the unsecured creditors of the borrower for the 
difference between the liquidated value of the collateral and the 
amount of the loan. Furthermore, the collateral may be pledged 
by an unscrupulous borrower who has no title to the property 

^Thirteenth Annual Report of the Federal Reserve Board, p. 88. 
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pledged. Here again loss to the bank may be the result. The 
writer has been unable to find figures verifying it, but the state- 
ment is frequently made that the percentage of losses to com- 
mercial banks is greater on secured than on unsecured loans. 
However this may be there is no doubt that losses on collateral 
loans do occur and that the percentage of loss on unsecured loans 
is very small. The explanation for the latter lies in the analysis 
of unsecured loans. 

2. Unsecured Loans 

The importance of capital has been emphasized in the analysis 
of secured loans. In these loans, furthermore, at least a portion 
of the capital is of such nature that it may serve conveniently 
as collateral pledged with the bank. With unsecured loans the 
possession by the borrower of caintal is no less important than 
is true of secured loans but its character is such that the bor- 
rower either cannot surrender physical possession or the bank is 
unable conveniently to handle it. Because of this condition it 
is all the more important that the bank be fully informed con- 
cerning the character of the capital which underlies the unsecured 
note of the borrower. 

a. Importance of Character 

There is no intention here to minimize the importance in the 
lending operations of the bank of such factors as character and 
ability. The bank must satisfy itself of course that these in/ 
tangible elements are favorable enough to add to rather than 
to detract from the merits of the tangible element, capital. 
Certainly no bank makes loans in the absence of a reputation 
on the part of the borrower for honesty and fair dealing. Neither 
are funds advanced to customers who have failed to demonstrate 
an ability to manage efficiently their own capital in a i)roductive 
manner. An individual may have demonstrated in many ways 
over a long period of time that his character is of the highest, 
but in the absence of capital it is of no avail in seeking com- 
mercial loans at the bank. 

b. Demonstrated Capacity Essential 

The situation is somewhat different with respect to capacity. 
The accumulation of capital is the most conclusive evidence of 
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the possession of ability in marked degree. It is indeed a rare 
phenomenon to discover the presence of proven capacity and 
the absence of capital. It is conceivable, of course, that through 
the exercise of unusual ability capital may have been accumu- 
lated and then, through a series of events entirely beyond the 
control of the individual, the fortune be lost. Among the great 
business executives of today there is one man with just this 
experience. The loss, in this particular case, was no reflection 
on the judgment or ability of the man; hence he was able to 
start anew and has since built up another fortune. There may be 
other examples, but from the very nature of the requirement it is 
evident that the number of such cases must be extremely limited. 

It seems evident, therefore, that the intangible elements of 
credit — good character and proven capacity — arc absolutely 
essential to borrowing power, but that in anything except very 
unusual instances they are insufficient. There must also be 
capital — bankable assets. 

c. Bankable Assets 

Bankable assets may be divided into two main classes: fixed 
capital assets and working capital assets. The fixed assets come 
into a business through the original investment of the stock- 
holders, through earnings retained permanently in the business, 
and through borrowing in the investment market on a long-time 
basis. The assets themselves consist of land, buildings, ma- 
chinery, tools, leases, etc. 

The working capital assets are composed of the inventories of 
raw materials, goods in process, finished products, accounts and 
notes receivable, and free balances at the banks. They are com- 
monly referred to as current or quick assets. Accounts and 
notes payable and other liabilities which have to he met in less 
than twelve months constitute the current liabilities. The 
difference between the quick assets and the current liabilities 
represents the net working capital of the borrowing firm. The 
value of this net working capital commonly represents the 
maximum portion of its bankable assets which a firm is able to 
transform through the agency of commercial banks into general- 
ized purchasing power. These are the assets which can be most 
easily liquidated. But the value of the goods composing the 
inventories may diminish due cither to the fact that the market 
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prices of such goods may fall or to the fact that changing fashion 
or advance in science may make some of them practically un- 
salable at any price. Receivables have a bad habit of shrinking 
in value when unexpectedly large amounts are found to be un- 
collectible. On the other hand the liabilities will have to be 
met dollar for dollar if the borrowing firm is to remain a going 
concern in a solvent position. The working capital, therefore, 
is that portion of the bankable assets of a firm which, in the 
ordinary course of the business will provide the means with 
which to meet those claims of creditors which will mature in 
the near future. The bank becomes one of these creditors when, 
by making a short-time loan, it transforms the claim of the 
borrower to such working capital into generalized purchasing 
power. Hence the interest of the bank in seeing to it that its 
advances are not greater than the excess of such assets over such 
obligations. 

It must not be inferred from this, however, that the real es- 
tate, plant and equipment of the customer assume no importance 
in the eyes of the commercial banker who is considering the ad- 
visability of extending credit. On the contrary it has significance 
in high degree. For while the bank will not ordinarily lend an 
amount greater than the value of the net working capital of the 
borrower the degree to which it will consent to approach this 
limit in accommodation extended will depend in large measure 
upon the relationship existing between the fixed assets, the net 
worth and the funded debt. The larger the equity of the stock- 
holders in these fixed assets the greater is the ultimate security 
of the bank in extending short-time commercial loans on the 
basis of prospects of future marketable product and net working 
capital. Thus we see that in case of failure of the future pay- 
ing power to materialize the bank has two lines of defense be- 
tween itself and the loss of the amount loaned: the net working 
capital of the borrower; and, in case of absolute failure of the 
borrower, the net fixed assets. 

D. CREDIT EXPANSION VERSUS CAPITAL EXPANSION 

From the foregoing it must be evident that real purchasing 
power in the form of bank credit arises from the present or 
potential control over salable goods. The customer of a bank 
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who can exercise control over salable goods may relinquish some 
portion of this control to the bank in exchange for generalized 
purchasing power which he can direct at will to the purchasing 
of other things. But the point is that the borrower must have 
bankable assets if he is to secure bank credit, as well as pro- 
spective future paying power. It must not be inferred from this, 
however, that the total volume of bank credit may not expand 
at a faster pace than the growth of tangible capital goods. Even 
though, in each instance, the present net resources or working 
capital of the borrower sets the upper limit beyond which bank 
credit cannot be secured, yet bank credit may expand more 
rapidly than tangible capital goods for the following reasons: 

(1) While it is customary for the typical manufacturing or 
merchandising firm to rely upon the bank for assistance in 
financing the onward march of commodities to the final con- 
sumer, at any one time a largo number of firms having borrowing 
power are not utilizing their present net working capital for the 
purpose of obtaining bank credit. It has been said that the rule 
which requires all patrons of the bank to wipe out all bank loans 
at least once a year has been observed almost as much in the 
breach as in the observance There is some measure of truth 
in this allegation without much doubt; nevertheless, there is a 
good deal of observance, either in order to preserve the highest 
standing at the bank or because banking assistance is needed 
only at certain times of the year. At any rate, there can be little 
doubt that at any given time there are many firms with high 
standing at the banks who find it unnecessary to be in the debt 
of the bank constantly. In most cases these firms arc turning 
out future marketable product. If conditions in industry shouM 
develop which influence the managers of these businesses to in- 
crease this future marketable product, and such increase could 
be brought about only by making use of the borrowing power 
possessed by such firms, additional bank credit could be brought 
into existence. To some degree at least this additional bank 
credit is validated in the world of physical capital goods by the 
increase of the product resulting from the increase in operations. 
But due to the fact that many businesses find themselves unable 
to increase their product except at a diminishing rate of profit, 
if expansion continues the time must come when the circulating 
medium begins to increase more rapidly than goods capital. 
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(2) At any given time many firms which are utilizing their 
working capital in order to secure bank accommodation are not 
borrowing as much as the banks would be willing to lend them. 
Such concerns might conceivably transfer additional claims to 
the banks against their working assets without any correspond- 
ing increase in goods capital. This again would have a tendency 
to sever the prior relationship existing between the circulating 
medium and the goods to be exchanged, provided the increased 
scale of operations should result in larger unit costs. In such 
cases the increase in the volume of circulating medium is not 
fully validated by a corresponding increase in production output. 

(3) Finally, it is possible for the same working capital to be 
used more than once as the basis for securing bank credit. This 
is usually not possible in the ordinary processes of production 
and distribution. The manufacturer who secures bank credit in 
order to buy materials and hire labor liquidates his loans from 
the proceeds of the sales of his marketable product. The jobber 
who buys those goods may borrow at the bank in order to pay 
for them, and in that event the loan of the manufacturer is 
liquidated out of the proceeds of the jobber’s loan. The retailer 
may find it necessary to seek bank accommodation in order to 
pay the jobber for the same goods, but when he does so the jobber 
is able to pay off his loan. Assuming straightforward methods 
all along the line it seems evident that in the ordinary processes 
of production and distribution the same goods do not serve as the 
basis for more than one extension of bank credit. But in con- 
junction with all other commodities these same goods serve as 
the real security back of government loans. 

In the case of a government, the prospect of future paying 
power arises out of its taxing power. In reality this taxing power 
constitutes a first lien on all the wealth of the nation and in- 
cludes, therefore, the working capital of individual firms who 
have been using their working capital as security for bank loans. 

E. EXPANSION OF CREDIT AND THE PRICE LEVEL 

The attempt was made in the preceding section to show that 
the total volume of bank credit may expand with less than a 
corresponding change in the physical property that goes to make 
up the present net resources of bank borrowers. The total vol- 
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ume of bank credit outstanding at any one time represents that 
portion of the goods or property of a nation which has been 
coined into a convenient means of payment. At any one time, 
however, there is usually a considerable volume of goods or 
property which might constitute effective borrowing power if 
those in whom control of such property resides arc provided with 
the proper incentive — the likelihood of profits. We are, there- 
fore, forced to face the question of what happens when such in- 
centive becomes effective. 

On any given date there is in existence a given volume of bank 
credit outstanding, and this credit is validated in the physical 
world by goods and property in the possession of those who ob- 
tained such bank credit. Let us now suppose tliat there gradu- 
ally appears the prospect of additional profits by the expan- 
sion of business on the part of those who have unused borrowing 
power. Let us suppose, further, that such persons go to their 
banks and arrange additional loans, have their accounts credited 
with the proceeds, and promptly draw checks against such in- 
creased balances to meet tlie obligations incident to their in- 
creased scale of operations. What might wc expect to be the 
effect, if any, of this increased circulating medium on the gen- 
eral level of prices? 

It is surely reasonable to expect that prices will tend to be 
higher with an increase in the medium of exchange and no corre- 
sponding change in the volume of goods to be exchanged. Of 
course it may be that prices had advanced earlier and that it 
was this very fact that made the prospects of increased profits 
seem good to those who arc doing the increased borrowing. But 
even so the inter-reactions of cause and effect are not explained, 
for it is not merely the existence of an increased quantity of 
money which diminishes its value but the expectation of the 
spending of the additional amount. Those who use their bank- 
able assets in order to get the increased credit commonly know 
in advance that such credit can be secured when actually needed. 
They may, therefore, make commitments which have the effect 
of increasing the demand for certain raw materials which they 
need and thus force up the quotations on such goods with no 
corresponding reduction in the prices of other goods. They can 
do this because they are certain that when these goods have to be 
paid for the increased bank credit will be forthcoming. There 
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is no intention to enter into the various ramifications of the con- 
troversy between the adherents and opponents of the quantity 
theory, but merely to call attention to the fact that not only an 
increase in the circulation brought about by expansion of bank 
credit brings with it a tendency to lower the value of the mone- 
tary unit, but also that the mere expectation that such increase 
can be secured and spent has the same effect. 

We must not overlook the fact, however, that those who arc 
doing tlie increased borrowing arc doing so as a result of in- 
creasing the scale of their operations. This means that a larger 
product is being turned out which may preserve the previously 
existing relationship between the circulating medium and the 
goods to be exchanged. As a matter of fact prospects for in- 
creased profits and hence the desirability of securing additional 
bank credit arc most common after the community has passed 
through a period of liquidation and subsequent depression and 
the silver lining of an approaching upward swing of the cycle has 
just become apparent. At such times there is much unemploy- 
ment, factories and machines arc not being utilized to their maxi- 
mum capacity because of the dejected condition of the commer- 
cial world. Orders are behind supplies and it is difficult to sell 
goods. When prospects begin to appear brighter due to the 
greater ease with wdiich goods can be sold, latent borrowing 
power begins to make itself felt, for now production in many 
instances can be increased at a lower unit cost. Expansion of 
bank credit at such times is likely to be fully validated by in- 
creased production of commodities. As the upward swing con- 
tinues, however, there comes a time when expanding production 
can be brought about only at a larger unit cost. From this point 
on physical production may continue to increase but the rate of 
increase tends to be less than the rate by which bank credit 
expands, and prices begin to rise. Prospective profits and pres- 
ent net resources continue to set the upper limit of each individ- 
ual's borrowing power, but with prices rising the opportunity for 
greater profit appears; not only this, but the present net re- 
sources, valued at current prices, appear to be greater. This 
combination makes possible the expansion of each individuaFs 
borrowing power, and thus tends to validate, from the stand- 
point of values, the constantly increasing volume of bank credit. 
Each individual banker may continue to scrutinize each appli- 



BANK CREDIT 


223 


cation for accommodation just as carefully as before, but with 
good prospects for larger profits for his customers and with the 
increased value of their present net resources, he may increase 
the loans to each customer and at the same time have as large a 
margin of safety as he has been accustomed to require. 

Because of his anxiety for profits the individual banker wishes 
to lend as much as he possibly can so long as his margin of safety 
remains unimpaired and he continues to have or be able to secure 
funds to lend. But for the banking system as a whole, as well 
as for the entire community, it is of great importance that this 
pyramiding of credit should not continue far enough to en- 
danger the whole credit structure. With our productive capacity 
fully utilized additional circulating medium in the form of bank 
credit serves merely to drive up prices. It is necessary, there- 
fore, to examine what means are available for controlling expan- 
sion which is detrimental to the general welfare as well as the 
criteria to be used in determining when such control shall be 
exercised. 
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CHAPTER XVII 
THE REGULATION OF CREDIT 

For many years one of the prime functions of central banking 
institutions in other countries has been to control the volume of 
bank credit available for the business community. Since bank 
credit customarily takes the form of deposit currency, and de- 
posit currency serves as the most important medium of ex- 
change, it is evidently of the greatest importance that the volume 
available shall conform with the real needs of trade and com- 
merce. When a revival of business activity gradually merges 
into a period of prosperity the productive resources of a nation 
become more fully utilized and the volume of physical produc- 
tion increases. It was pointed out in the last chapter that for a 
time the enlarged volume of production may take place with- 
out altering materially the level of prices. Bringing into use 
plant facilities which had been lying idle tends to reduce over- 
head costs and the hiring of labor which had been previously 
unemployed can usually be accomplished without increase in 
labor costs. As prosperity progresses, however, the slack in our 
productive resources is gradually taken up. Business men be- 
come increasingly optimistic about the prospects for future profits 
and are anxious to increase the volume of goods in order to take 
advantage of the expansion in demand. Because of the ease 
with which goods can be sold at such times they are willing, if 
necessary, to pay higher prices for raw materials and labor feel- 
ing certain that they will be able to, raise prices to their cus- 
tomers sujBBciently to cover the increased cost. But with labor 
fully employed and plant facilities completely utilized producers 
are able to increase their physical output only at constantly in- 
creasing cost. Wage rates have to be raised in order to secure 
labor but such labor can come only at the expense of other 
plants which, in turn, have to raise wage rates if their working 
force is to be retained. Not only wage rates but labor costs in- 
crease, since it becomes necessary to employ less efficient work- 
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men and with more jobs than there are men there is a tendency 
for all labor to become less efficient. As the increase in demand 
becomes more intense at rising prices producers feel impelled to 
increase their plant facilities. This involves not only heavier 
investment in fixed assets on the part of producers but also in- 
creased demand for skilled workers in the construction trades 
and heavier demands for the raw materials required in con- 
struction. Considerable time must inevitably elapse before such 
facilities are completed and able to turn out the increased vol- 
ume of goods for which they were constructed. If prices are 
continuing to rise such goods may be sold profitably, but it is 
evident that the process cannot go on indefinitely. Prices cannot 
forever keep on rising even though each advance in the price 
level tends to stimulate further increases. Rising prices stimu- 
late speculation and speculation tends further to raise the price 
level. The stresses and strains which arc inherent in the situa- 
tion become more pronounced and in the absence of conscious 
and intelligent control of the credit mechanism there emerges a 
crisis in which the business world begins to take stock of the 
situation and to lose confidence in the huge credit structure 
which has been erected and which begins to appear top-heavy. 
Due to the absence of adequate banking machinery such crises 
have at times in the past developed into panics. It is one of the 
chief functions of a central bank to attempt to restrict within 
reasonable limits the upward swing of business activity, specu- 
lation and prices, and, in the event a crisis develops in spite of 
such precautions, to draw out the period of liquidation so that 
sound business houses may be saved from impending disaster. 
The control of discount rates is one weapon placed in the hands 
of the administration of the Federal Reserve System which is 
designed to enable it to restrict credit expansion to reasonable 
limits. 

A. REDISCOUNT RATES AS A MEANS OF CONTROL 

In making advances to the member banks the federal reserve 
banks are permitted to fix the rates charged '^subject to review 
and determination by the Federal Reserve Board.” In effect 
this makes the Reserve Board fully responsible for whatever 
rates which may be charged. When the expansion which is 
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taking place iS; in the opinion of the Reserve Board, at an un- 
healthy rate, it may attempt to retard the degree of acceleration 
by advances in the discount rate. As member banks continue to 
meet the demands of their customers for the increased accommo- 
dation which is essential for the needs of rapidly expanding in- 
dustry in the absence of unusual conditions they have to resort 
frequently to the reserve banks for accommodation. If the re- 
serve banks charge more for this accommodation the presump- 
tion is that the member banks will pass the increased charge 
on to their customers. Assuming for the moment the validity 
of this presumption the question at issue is to determine the re- 
strictive influence upon borrowing customers of the banks and 
upon the general public of such increased cost of bank credit. 

1. Efficacy of Increased Rates 

When the typical business unit has to pay an increased rate of 
interest for its customary line of credit at the bank its cost of 
doing business is correspondingly increased. This increased cost 
must either be absorbed by the business itself or be passed on to 
its customers in the form of higher selling prices for its products. 
Since all producers alike have to pay the higher rates they are 
likely to be able to pass the burden on to their customers so long 
as there continues to exist the sellers^ market which usually char- 
acterizes a period of rising reserve bank discount rates. The 
elasticity of demand for most consumers^ goods is such, how- 
ever, that rising prices tend to limit the volume which will be 
taken, and each additional advance in price limits the effective 
demand still further. But limitation of demand at the contin- 
ually increasing level of prices undermines the incentive of pro- 
ducers to continue production at such intensity and the cutting 
down of production tends to diminish the need for bank accom- 
modation. To the degree this takes place evidence is supplied 
that the brakes have been effectively applied, and the period of 
prosperity is prevented from assuming the runaway proportions 
which lead to crises. 

Considerable disposition has been manifested to minimize the 
effectiveness of increases of the discount rates at the reserve 
banks as a means of regulating the volume of credit outstanding. 
In the first place it is pointed out that increases of the rates 
at the reserve banks need not necessarily be followed by higher 
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rates on the part of the member banks to their customers. Un- 
less the member banks pass on the higher cost or in some other 
way restrict the volume of their advances it is evident that the 
public, with whom the reserve banks deal only indirectly, need 
feel no restrictive effect. The rates at the reserve banks are 
commonly considerably below the rates which banks charge their 
customers; it is argued, therefore, that it is profitable for the 
banks to continue to borrow at the reserve banks in spite of the 
higher rates and to charge their customers the old lower rates to 
which they have been accustomed. Possibly some validity in- 
heres in this objection but not so much as is generally supposed. 
The spread which may exist at any one time between the reserve 
bank rates and the rates charged their customers by the member 
banks is not all net profit. As a matter of fact the net earnings 
per $100 of earning assets of all member banks averages less 
than and this in spite of the fact that on a large portion 

of the funds which a commercial bank lends it pays no interest 
whatsoever. With a proper distribution of all the costs of opera- 
tion the rate of profit when funds are borrowed at the reserve 
bank when the reserve bank rate is as low as three per cent is 
very much less than the average for all its loans. Let us assume, 
however, for the sake of argument, that the profit possible on 
such borrowed funds is as great as the average rate on all funds 
loaned, say per cent. Now if the reserve bank raises the rate 
from three to three and one-half per cent approximately one- 
third of the profit on such transactions is eliminated. No busi- 
ness institution organized for the purpose of private gain can 
afford to permit from 30% to 35% of its profits to get away 
from it without at least a determined effort to recoup. The ave- 
nue open to member banks is to charge their customers higher 
rates for accommodation. 

a. Rediscount Rate Commonly Below Market Rate 

The argument just advanced is based on the fact that the re- 
serve banks commonly maintain their discount rates considerably 
below the rates which the member banks get from their cus- 
tomers. In some quarters it has been urged consistently that for 
the reserve bank rates to have any effect in credit control they 
must be maintained at a level higher than rates on customers^ 

’^Federal Reserve Bulletin^ 'Tiily, 1027, p. 549. 
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loans. It would then become unprofitable for member banks to 
resort to the reserve banks for accommodation and they would 
do so only in emergencies. If the federal reserve banks were to 
adopt this policy it is evident that they would become emergency 
institutions only, such as were planned in the Aldrich Bill. The 
Federal Reserve Board has based its discount policy on the as- 
sumption that the intention of the lawmakers was to set up cen- 
tral banking machinery which should function continuously. 
The Board has believed that with intelligent administration of 
credit much can be done to prevent emergencies from arising and 
they have, therefore, kept the rates at a level which merely cuts 
down the possible profit to banks on the use of reserve bank 
facilities without actually eliminating that profit in its entirety. 
As a matter of fact this policy is thoroughly consistent with 
that pursued by the Bank of England for many years. 

b. Rate Policy of Bank of England 

It is true that in England bank rate is commonly higher than 
market rate, but bank rate applies to bankers^ acceptances, the 
basic credit instrument in the London money market. The joint 
stock banks — corresponding to our member banks — ^maintain 
the larger portion of their reserves as credit balances with the 
Bank of England but they do not commonly borrow from the 
Bank of England. When their reserves need replenishing they 
call their loans with the acceptance houses and bill brokers. In 
order to secure the funds with which to pay off their loans at 
the joint stock banks these acceptance houses and bill brokers 
have to discount bankers^ acceptances with the Bank of England 
and it is on this class of paper and to transactions of this sort 
that bank rate applies. The Bank of England also lends to the 
general public, but the rate charged such customers is always 
appreciably higher than official bank rate. This is as it should 
be since the credit standing of the customers of a bank, from 
the very nature of the case, cannot compare favorably with the 
credit standing of the great banks all of whose resources stand 
back of and guarantee the soundness of the bankers^ acceptance. 

The policy pursued by the reserve banks in this country is 
essentially the same. The reserve bank discount rates are higher 
than the ruling rates on bankers^ acceptances and the average 
rates on call loans but considerably below the rates on customers' 
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line of credit loans. The rates correspond fairly closely to the 
ruling rates on four to six months commercial paper. This makes 
it unprofitable for the banks to borrow for anything except the 
legitimate needs of their customers and, as we have already 
seen, cuts materially into their profits even on such loans. 

c. Is the Effect of Increased Rates Non-Selective? 

In the second place it is urged that even to the extent member 
banks may pass on the higher rates to their customers the re- 
striction which results is non-selective. By this is meant that 
those businesses whose continued operation is essential for the 
common welfare are just as apt to find the higher rates prohibi- 
tive as are other industries which in the last analysis might 
be considered as non-essential or even speculative. Some go 
even farther and assert that speculative enterprises are apt to 
feel the increased cost of bank credit much less than essential 
business houses do because the fact that they are speculative in 
their nature means that larger profits are hoped for than is pos- 
sible in most stable lines of business. With very large profits in 
sight it is scarcely reasonable to suppose that the entrepreneur 
will be effectively deterred by slight increases in the cost of his 
borrowed capital. There is undoubtedly some force to this con- 
tention but — once again — not so much as is commonly supposed. 
Sound, well-established enterprises of long standing which minis- 
ter to the essential needs of society need to borrow only a small 
percentage of the working capital actually used by them in the 
conduct of their business. Even though the rate which they pay 
for these short time advances is higher it can form but a de- 
cidedly minor element in the total outlay required. Increased 
cost of bank credit in such cases may deter expansion; normally 
it will not lead to contraction of the firms^ current activities. 
On the other hand speculators in the security and produce mar- 
kets, in real estate, in staple commodities, operate to a large 
extent on borrowed capital. A twenty-five per cent margin is 
usually ample, leaving the other seventy- five per cent to be bor- 
rowed. Any increase in the rates which they have to pay for this 
capital increases so tremendously their carrying charges that 
the speculative process loses much of its attractiveness. It seems 
reasonable to believe at least that speculation is fully as much 
restricted by increased rates as are more conservative lines of 
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business. Furthermore, there are other weapons in the hands of 
the reserve banks to restrict accommodation to non-essential 
enterprises at times when the credit situation becomes acute. 

d. Rate Increases Not Always Effective 

The inefficacy of reserve bank discount rates as a medium of 
control of credit is urged, in the third place, because there are 
occasions in which expansion is taking place too rapidly and yet 
the reserves of the member banks are so large that they need not 
resort to the reserve banks for accommodation to support the 
increased deposits arising out of the expansion of loans. This 
was particularly true, as we shall see later, in the years follow- 
ing the war. Huge importations of gold from Europe placed the 
banks in funds with which to support tremendous credit expan- 
sion and at the same time made it unnecessary for them to bor- 
row at the reserve banks. Little could be done to restrict expan- 
sion in a situation such as this by any central banking machinery. 
It is well to remember, however, that this was a thoroughly ab- 
normal condition, one which would have been impossible except 
for the great cataclysm of the World War. In situations less 
extraordinary it appears that the reserve system is equipped 
with a weapon which is an effective auxiliary to increases in the 
discount rate — its right to deal in the open market. 

B. OPEN MARKET OPERATIONS AS A MEANS OF 

CONTROL 

Section 14 of the Reserve Act gives to the reserve banks the 
power to take the initiative in their credit operations. Their 
role is purely passive in so far as their business is confined to re- 
discounting customers^ notes for the member banks and the mak- 
ing of direct collateral advances to these banks. With this class 
of business the reserve banks must wait for their customers to 
come to them: they do not seek business. The power to enter 
the open market makes it possible for them to exert a more 
profound influence in the money market and in credit condi- 
tions generally. 

The open market in this connection is a term used to signify 
the absence of limitations as to buyers and sellers with whom 
the reserve banks may deal. In their rediscount operation they 
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deal only with the member banks and on the initiative of the 
member banks. In their open market operations they are not 
only permitted to take the initiative but they may deal with 
domestic or foreign banks, firms, corporations, or individuals, 
at home or abroad. As a matter of actual practice their opera- 
tions in the open market are carried on almost exclusively with 
banks or other financial institutions. 

In the open market the reserve banks are permitted to buy 
and sell. 

(1) Bankers’ acceptances and bills of exchange which are 
eligible for rediscount. 

(2) Bonds and notes of the United States Government and 
obligations with maturities not exceeding six months which are 
issued in anticipation of taxes by any political subdivision or 
municipality in continental United States. 

(3) Cable transfers and gold coin and bullion. 

The power to engage in these operations insures the reserve 
banks sufficient income to meet their operating expenses and 
dividend requirements. In periods of depression, when credit 
is easy and the member banks do not find it necessary to seek 
reserve bank accommodation, the funds of the reserve banks 
would be apt to lie idle but for this open market privilege. In 
some quarters it has been urged that it is a matter of no im- 
portance whether the reserve banks are able to pay their own 
way or not. The argument is that they are, in reality, govern- 
ment bureaus and that they should be supported out of general 
taxation at times when their earnings are not sufficient to meet 
their exiienses. They should, therefore, so the argument runs, 
enter the open market for a single purpose — the affecting of 
credit conditions which need adjustment. The manner in which 
credit conditions may be affected by open market operations 
needs some elaboration but first it seems worth while to take 
some exception to the proposition that it is immaterial whether 
the reserve banks are able to earn sufficient to meet their operat- 
ing expenses and dividend requirements. 

1. Important that Reserve Bank Should Earn Expenses 
AND Dividends 

At thC’ outset it must be admitted that the fundamental aim of 
the reserve banks should be the preservation of sound credit 
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conditions and operations in the open market which tend to ob- 
struct the maintenance of such conditions ought not to be toler- 
ated. But wliere open market purchases can be made without 
running counter to the general credit policy being pursued there 
are two reasons why the attempt should be made to earn suffi- 
cient to meet operating expenses and dividends. 

In the first place each reserve bank is only a scmf-public in- 
stitution. It is owned by the member banks and the directors 
and officers of each reserve bank take or should take an insti- 
tutional pride in its successful operation. If the reserve banks 
are not to fall into the evil ways of the impersonal, inefficiently 
managed bureaus of the government this pride should be en- 
couraged and capitalized. General policies dictated from Wash- 
ington which will prevent these banks from earning their way 
will tend to discourage initiative and make efficiency and economy 
appear useless. Unless they can earn their way no adequate 
incentives can be provided for the individuals in charge of each 
reserve bank to see that the institution is managed efficiently and 
in accordance with the best business and banking standards. 

The reserve banks have accumulated a surplus of over two 
hundred millions of dollars and it has been urged that this sur- 
plus may be drawn upon to meet operating deficits and dividends. 
Such a policy would tend, however, progressively to weaken the 
reserve banks. Sound banking practice requires that the sur- 
plus remain intact except in the event of an emergency. This 
is much more important with banks than with industrial institu- 
tions. With the latter the surplus is not normally represented on 
the resource side by assets that can be liquidated if the corpora- 
tion is to remain a going concern. With banks the surplus is 
represented among the resources by readily marketable securi- 
ties with which the bank can part and still remain in business. 
The temptation is ever iiresent, therefore, to make use of the 
assets represented by surplus in order to pay larger dividends. 
The avoidance of this temptation is one of the first principles to 
be followed by a bank which docs not wish to weaken its position 
among its competitors. To those who deem it of importance to 
preserve the strength of the reserve banks as the keystone of the 
credit structure it is a matter of real importance that they be 
permitted to earn enough to meet their legitimate disbursements 
when such policy does not interfere with the maintenance of 
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sound credit conditions. Of course the reserve banks are not 
permitted to increase their dividend rate beyond the six per 
cent specified by the Reserve Act. But the dissipation of any 
large portion of their assets in meeting operating expenses and 
ordinary dividends would tend to weaken them just the same. 

We turn now to the means by which open-market operations 
affect conditions in the market for short-time funds. 

2. The Effect on Credit of Open Market Operations 

When the reserve banks enter the open-market and buy 
bankers^ acceptances or government securities the funds which 
they use for making payment for such purposes get into the 
banks either directly or indirectly. If the purchases are made 
from a member bank of its own district the reserve bank merely 
needs to credit tlic reserve account of the particular bank from 
which the securities have been obtained. This increases the re- 
serve account of that bank and makes it possible for it to in- 
crease its loans to its customers by approximately the same 
amount provided, of course, customers having bankable assets 
wish to transform a part of their claims to such assets into gen- 
eralized purchasing power. But this increased reserve and the 
consequent loan by the •member bank is merely the beginning of 
the process of dispersion by means of which the banks taken as 
a whole may increase their loans by an amount approximately 
equal to ten times the value of the securities purchased by the 
reserve bank. In other words it increases the loaning power of 
the system of banks ten-fold. In tlie event effective borrowing 
power exists the medium of exchange in the form of bank credit 
may thus expand tremendously. 

The situation is not altered in any fundamental respect if the 
seller of the securities is not a member bank. All banking and 
allied institutions which are not member banks have accounts 
with banks which are members and the funds which they re- 
ceive from the reserve bank for the securities they sell are de- 
posited with some member bank in which they have an ac- 
count and thus serve to increase the reserves of the member 
bank indirectly with the same ultimate result that the banking 
system is in position to increase the services which it may offer 
to the general public. In periods of tight money when the vol- 
ume of rediscounts is apt to be large the reserve banks are thus 
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in position to pump directly into the channels of credit funds 
which it uses for the purchase of securities in the open market. 

On the other hand when the reserve banks enter the open mar- 
ket and sell securities the result is to withdraw funds from the 
channels of credit. If the purchaser is a member bank its re- 
serve account with the reserve bank will be charged with the 
value of the securities purchased, thus diminishing the amount 
of funds which it has available for lending to its customers. If 
some other institution is the purchaser the check which it gives 
the reserve bank will be charged to the account of the bank 
against which it is drawn, thus again diminishing the reserves 
of a member bank. From this it is evident that the reserve 
banks — so long as their portfolios contain securities which can 
be sold in the open market — are able to withdraw at will from 
that market funds which appear to be redundant. An additional 
reason is thus provided for the reserve banks maintaining at all 
times a volume of securities available for sale in the open mar- 
ket. In the absence of such securities they are unable to with- 
draw surplus funds from the market, and at times when credit 
expansion is taking place at a rate more rapid than appears 
wise it becomes of the greatest importance to mop up such 
surplus funds. 

3. Open Market Operations Merely Auxiliary to Rate 

Changes 

The statement was made above that open-market operations 
of the reserve banks constitute an important auxiliary to clianges 
in the discount rates. The significance of this statement should 
now be clearer. Increases in the discount rates can have little 
effect when the member banks arc in position to continue their 
lending operations without securing advances from the reserve 
banks. Whatever effect such increases have is purely psycho- 
logical. The member banks are thereby informed that if they 
should have to seek accommodation at the reserve bank it will 
cost them more and there may be some tendency on their part 
slightly to increase rates to their customers. But the selling 
by the reserve banks of securities in the open market normally 
tends to drive the member banks at once to the reserve banks 
to borrow the funds with which to pay for such securities re- 
gardless of whom the purchaser may be. By timing such sales 
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with increases in the discount rates the reserve banks are able 
to force the member banks to feel at once the full impact of such 
increases. They are all the more likely, therefore, to increase the 
rates which they are charging their customers. When this hap- 
pens the rates may be said to be effective. 

Operations of the reserve banks in the open market can 
scarcely fail to have some effect on short-time money rates. 
When the reserve banks sell securities what really happens is 
that they withdraw funds from the market at the same time 
that they are supplying the market with additional securities it 
will have to finance. By decreasing the actual volume of such 
funds at the same time that they are increasing the work for 
such funds must tend to have a lifting tendency on short-time 
money rates. Wlien they buy securities, on the other hand they 
pump into the market additional funds at the same time that 
tliey arc withdrawing from the market the securities and there- 
fore the work which such funds are called upon to perform. The 
jictual rate in the money market for short-time funds can thus 
be forced either downward or upward in accordance with the 
needs of the situation. When this happens it is almost certain 
to luive some effect on the average rates on customers^ loans 
which the member banks are charging. However this may be 
the power residing in the reserve banks to alter the rates which 
happen to prevail in the money market is of the greatest impor- 
tance in the regulation of our gold supply. 

In Chapter VI it was pointed out that in the decentralized 
system of banking prevailing prior to 1914 no control was pos- 
sible of the forces which bring about the distribution of the 
world’s supply of gold. In a period of rapid and uncontrolled 
credit expansion, accompanied by rising prices, it was natural 
for imports temporarily to exceed exi)orts, with the result that 
gold left the country to make up the deficit. And this just at the 
time when it was most needed to support the inflated structure 
of credit. Through their open market operations the reserve 
banks are enabled to neutralize to some degree the tendency of 
gold to leave us just at the time when wx need it most. 
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C. GUIDES TO CREDIT POLICY 

The degree to which the Reserve System can exercise control 
over the volume of credit outstanding varies at different times. 
In periods of business stagnation there is little demand for ac- 
commodation at the banks, for the simple reason that business 
men are not convinced of their ability to turn additional com- 
mitments into profits. At times the outlook for the immediate 
future appears so gloomy that bank accommodation is not wanted 
at any price. When the commercial world comes to view the 
future in brighter hues then and only then will the demand for 
credit quicken. The fact that rates for bank credit are cus- 
tomarily low at such times is not an unimportant element in the 
complex set of circumstances which tends to bring about the 
changed outlook for the period just ahead. It may even hasten 
such change. But rates alone are insufficient inducement. As 
the revival which follows a period of depression gradually merges 
into prosperity the demand for bank credit increases rapidly, 
and the member banks find it necessary to resort to the reserve 
banks much more frequently for accommodation. At such times 
it is not only necessary for the reserve administration to have 
the power to restrict the volume of credit which is being used to 
accommodate commerce and business; it must also have some 
basis for determining when such restriction shall be begun. 

1. Reserve Ratio as a Guide 

Prior to the war, with the world on a gold basis and interna- 
tional movements of gold unhampered, it was customary to look 
upon the reserve ratio as affording a definite and obvious guide. 
In a period of expansion, as the demands upon the reserve banks 
become heavier, wc have seen that the reserve ratio of the re- 
serve banks becomes smaller, not because they need to lose re- 
serve funds to the banking system in this country, but merely 
because their liabilities are increasing. As expansion continues 
there is a tendency for prices to rise and for gold to leave the 
country. The necessity for protecting the gold reserves forces 
the central banking authorities to raise the discount rate and to 
take other measures looking toward the reversal of the gold 
movement. But the heavy importation of gold during and since 
the war has placed the reserve ratios of the reserve banks at a 
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level so high there is no need to protect them by artificial meth- 
ods. This situation was accentuated by the fact that gold did 
not move freely from country to country while many of the more 
important nations did not have h full gold standard. But even 
in the absence of these untoward conditions the reserve ratio is 
at best a highly artificial and arbitrary guide for the central 
banking authorities to follow. With the total gold supply of 
the world properly distributed among the nations in accordance 
with their needs it was a matter of necessity for the banking 
authorities of a particular nation to guard its gold supply jeal- 
ously. But action looking to this end has no necessary connec- 
tion with the needs of commerce and industry inside the particu- 
lar country. The rising prices which accentuate the tendency 
for outward movements of gold are frequently calling forth a 
larger volume of physical production. So long as this is the case 
restrictive measures do not inure directly to the best advantage 
of the citizens of the nation. But it may be necessary neverthe- 
less to adopt policies looking to the protection of the gold re- 
serves even when such policies interfere somewhat with trade 
and commerce. Furthermore, increases in the discount rates 
when the reserve ratio is getting low arc easily understood by the 
public. Even in normal times, however, other factors should also 
be taken into account, and with the extraordinarily large volume 
of gold possessed by the United States since the war these other 
factors become the ruling consideration. 

2. Physical Production and Employment 

Of these other factors probably the two most important are 
concerned with physical production and employment. So long 
as the increased volume of credit is resulting in a larger vol- 
ume of goods being brought to the market the increased credit is 
justified. When our productive facilities are fully employed, 
however, further extensions of credit result merely in higher 
prices because it puts additional purchasing power into the hands 
of business men who proceed to bid against each other for the; 
labor which is already fully employed and for the raw materials 
the supply of whicli is definitely limited. With the medium 
of exchange in the form of bank credit increasing and with pro- 
duction remaining stationary there is an inevitable tendency for 
prices to rise. 
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The necessary data available for determining whether physi- 
cal production is actually increasing or not are inadequate. Im- 
portant advances have been made in this direction in recent 
years, however. The importance of securing the figures is be- 
coming increasingly evident and in many of the basic industries 
and trades fairly adequate data are regularly furnished. Lead- 
ing economists have worked out indexes of physical production 
and with the growing fullness of the figures furnished these in- 
dexes become increasingly important to the reserve administra- 
tion in determining w'hcthcr additional credit is serving to in- 
crease production or merely to drive up i)rices. If it results 
merely in driving up prices it is unwarranted; if it leads to in- 
creased production it is justified. 

From this it should not be inferred that stability of prices 
should be the main object of the reserve administration. There 
is nothing in the Reserve Act to justify the use of the price level 
as a guide to credit policy, and the Reserve Board has definitely 
asserted that this is not its aim. The credit of the Reserve 
System is to be used to accommodate commerce and industry; 
it is productive credit in the sense that its proper use is to assist 
in the production and distribution of commodities. A wise credit 
policy on the part of the reserve authorities, however, will nor- 
mally tend to minimize the extreme fluctuations in the price level 
and the concomitant swings in the business cycle. 

SELECTED REFERENCES 

II. L. Reed, Development of Federal Reserve Policy. 

Alfred Marshall, Money , Credit and Commerce, Book IV. 

C. A. CoNANT, Principles of Banking, Book V, Chapter IV. 

R. D. Kilborne, Principles of Money and Banking, Chapter XXI. 



CHAPTER XVIII 


THE CHANGING STATUS OF COMMERCIAL 
BANKING 

The economic developments that have accompanied the period 
of reconstruction following the close of the World War have ex- 
erted a profound influence on the character of commercial bank- 
ing in this country and have not been without effect on the com- 
mercial banking process itself. Particular attention is called to 
the following phenomena: 

(1) The railroads have recovered from the inefficiency of the 
period of federal control. They have plowed back into their 
properties a large portion of their earnings and have placed their 
roadbed and equipment on a high level of efficiency. This makes 
possible the swift movement of all commodities to their des- 
tination. 

(2) Means of communication have been almost revolution- 
ized. The greatest development of the automobile has come 
since the close of the war and has served to transform our popu- 
lation from a stationary one to one on w^heels. The radio has 
brought the different sections of the country and all classes of 
the population more closely together and has assisted in develop- 
ing an organic unity. Transmission of photographs and fac- 
similes by wire and by radio may easily have far-reaching re- 
sults as applied to the field of commercial banking. 

(3) The tremendous growth of installment buying and selling 
has tended to make the business of the nation more nearly a 
credit business than ever before. 

(4) The period has been marked by continued ease in the 
money market. The United States now holds over half of the 
world^s stock of monetary gold and during the first six months 
of 1927 our gold imports continued to exceed gold exports. Rates 
for both short- and long-time funds have been low and are tend- 
ing towards still lower levels. The industrial and commercial 
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world is thus able to finance cheaply its current operations as 
well as its program of expansion. 

(5) The general trend of prices has been downward. 

(6) The period has been marked by tremendous physical pro- 
duction, high wages and little unemployment. 

(7) The memory of the drastic price decline of 1920-21 is still 
fresh in the minds of the business world. It has apparently de- 
termined that the great losses incurred by many houses through 
large inventories shall not be repeated. At any rate the period 
has been marked by what, measured by earlier standards, appear 
to be astonishingly low inventories. This ability to got along 
with a small volume of capital tied up in inventories during a 
period of great productivity has been due, partially at least, to 
the improved status of transportation and communication. But 
whatever the cause it has reacted with telling effect upon our 
commercial banking system. 

(8) And, finally, the profits of the business world have been 
holding at the highest level in our history. Its bankable assets 
have been increasing by leaps and bounds concurrently with a 
decreasing need for commercial banking accommodation. 

What has been the effect of these developments on the position 
of commercial banking, and to what extent, if any, have they 
served to modify the operation of the commercial banking proc- 
ess? To inquire fully into all the ramifications bearing on a 
complete answer to this query would require a volume in it- 
self. The attempt is made in the following pages merely to pre- 
sent a few of the changes which have actually occurred and the 
causes therefor in the hope that they may throw some light on 
the general problem and possibly point out the way for a more 
complete analysis. 

The first phenomenon to which attention should be called is 
that the total number of banks in the country is decreasing at 
the same time that the average size is increasing. This is 
brought out clearly in the table on the opposite page. 

On June 30, 1926, we had 2,666 fewer banks in operation in 
this country than we had on the same date in 1921, and yet 
during the same period the total resources had increased over 
$15,000,000,000 and deposits by a like amount. The invested 
capital as represented by capital, surplus and undivided profits 

^ Annalist ^ January 7, 1927, p. 3. 
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DECREASE IN NUMBER AND INCREASE IN SIZE OF AMERICAN 

BANKS 

(In millions of dollars) 


June 30 

Number of 
Banks 

Resources 

Deposits 

Capital, Surplus & 
Undivided Profits 

1921 

30,812 

$49,671 

$38,659 

$6,357 

1922 

30,389 

50,425 

41,120 

6,575 

1923 

30,) 78 

54,035 

44,240 

6,806 

1924 

29,348 

57,145 

47,700 

7,053 

1925 

28,841 

62,057 

51,983 

7,350 

1926 

28,146 

04,893 

54,056 

7,808 


had increased by almost $1,500,000,000. During this six-year 
period a total of 3,059 banks failed ^ but this does not entirely 
account for the changes indicated in this table since there 
were also many new banks organized. The period has been 
marked by a very large number of consolidations of independent 
banking units into institutions of larger size. No doubt in many 
instances these consolidations have had as their prime object 
the lessening of competition but it is also true that larger banks 
are now necessary. The individual units of the business world 
are larger today than ever before and if banks are to be in posi- 
tion to serve their customers adequately it is necessary that 
growth in size of the banks shall keep pace with the increase 
in size of the business houses whose business they hope to retain. 

A. COMMERCIAL BANKING LESS COMMERCIAL 
THAN FORMERLY 

This trend toward a smaller number of banks and an increase 
in average size is an important fact to bear in mind. But its 
importance is overshadowed by changes in the character of the 
business of commercial banks in general. Attention is called 
to the following table which gives certain basic data for report- 
ing member banks. There are about 650 of these banks which 
report weekly to the Federal Reserve Board. These banks are 
located in the leading commercial centers of the country and in- 
clude national banks, state commercial banks and trust compa- 
nies. They are all members of the Federal Reserve System and 
their business is predominately that of commercial banking. 

^Report of the Comptroller of the Currency for 1926, p. 014. 
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Figures for these institutions thus give a good cross-section of our 
commercial banking system: 

REPORTING MEMBER BANKS IN LEADING CITIES^ 
Monthly Averages of Weekly Figures 
(In millions of dollars) 


Loans on NctDpmand Time 

Securities All Others Investments Deposits Dejxjsits 


January 1922 

3,603 

7,458 

3,588 

10,362 

3,017 

December 1922 

4,015 

7,264 

4,682 

11,140 

3,695 

December 1923 

4,030 

7,904 

4,504 

11,125 

4,058 

December 1924 

4,800 

8,193 

5,583 

13,179 

4,826 

December 1925 

5,717 

8,379 

5,451 

13,168 

5,326 

December 1926 

5,658 

8,763 

5,532 

13,042 

5,783 

April 27, 1927" 
(actual) 

5,741 

8,612 

5,924 

13,041 

6,088 


During the period covered by this table we find that 
time deposits increased by over 100% while net demand deposits 
increased by less than 26%. The total deposits of all stock and 
mutual savings banks for this same period increased by over 
33%,^ which seems to support the contention that the great in- 
flux of time deposits to the commercial banks was not at the 
expense of the savings institutions. Some persons maintain that 
the increase in time deposits of commercial banks and trust 
companies is due, partially at least, to an increasing tendency 
on the part of the banks to classify as time deposits many items 
which are in reality demand deposits, either by arrangement 
with their depositors or otherwise. The purpose is reported to 
be their desire to take advantage of the smaller reserve require- 
ments for time deposits. It is possible that there is some factual 
basis for this theory but figures are not available. Nevertheless 
one may properly wonder why this tendency should be more 
pronounced during the period of easy credit conditions covered 
by the above table than during the stringent period of 1914 to 
1921. It seems more reasonable to assume that the portion of 
the increase which is not due to an increase in savings deposits 
proper is ascribable to the desire of corporations having surplus 
funds to place them in the banks in a form which will entitle 

* Report of Federal Reserve Board for W26, pp. 1G4-5. 

* Federal Reserve Bulletin^ May, 11)27, p. 372. 

* Report of the Comptroller of the Currency for 1926, p. 603. 
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them to a larger rate of interest than banks can properly pay on 
demand balances. But whatever the cause the fact remains that 
a relative increase in time deposits of such magnitude connotes 
a corresponding change in the character of the commercial bank- 
ing system. It has tended, among other things, to render more 
obscure the lines of demarcation between the different types of 
banking institutions. To a greater extent than in the past it 
has fostered the department store idea as applied to financial 
institutions. 

Directly this increase in time deposits has led to a drastic 
alteration in the character of the earning assets of the commer- 
cial banking system. While no data are available it seems rea- 
sonable to suppose that such deposits have a turnover slightly 
more rapid than savings deposits but considerably slower than 
demand deposits. The investment of such funds may, there- 
fore, be placed with propriety in correspondingly slower assets. 
Further reference to the above table reveals that this is exactly 
what has happened. 

We have already seen that loans on securities may be shifted 
to other banks but that they arc not liquid. There are some 
exceptions of course but in general it is proper to regard loans 
made on the security of stocks and bonds as advances for per- 
manent capital purposes. In the above table we find that such 
loans have increased in volume by over 59%, while all other 
loans have increased by less than 15%. Direct investment in 
securities by these reporting member banks increased by $2,336,- 
000,C00, or over 66%. If we combine the increase in loans on 
securities and the increase in investments we get a total of $4,- 
476,000,000. In other words, since the beginning of 1922 these 
reporting member banks have increased by this amount their 
total advances for fixed capital purposes. The increase of over 
100% in time deposits represented an actual increase of $3,071,- 
000,000, which fails to cover the increase in fixed capital ad- 
vances by approximately $1,400,000,000. This is simply further 
evidence that today commercial banking is less commercial than 
it was in the past. The explanation is to be found in economic 
changes lying entirely outside the banking system. 
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1. Widespread Economic Changes 

In the first place the nation’s industrial and commercial busi- 
ness today requires a relatively smaller volume of bank credit 
than was needed in the past. This is partially due to the almost 
universal practice of carrying smaller inventories which, in turn, 
is made possible by improved transportation facilities and bet- 
ter coordinated methods of production and distribution. An 
additional factor is the conservative dividend policy pursued by a 
great majority of the corporate enterprises of the country since 
1920. The reinvestment of a large portion of the earnings is 
made possible thereby. The form which much of this reinvest- 
ment has taken is the reduction of current liabilities. The cur- 
rent ratio thus tends to become higher. Whereas in the not 
distant past a two to one ratio was usually considered satisfac- 
tory three to one is much more common today and it is not by 
any means unusual to find ratios of six or eight or even ten to 
one. The total of cash and marketable securities alone is fre- 
quently equal to the entire current indebtedness and in the bet- 
ter grade of corporations it seldom falls below 50%. For such 
concerns it is clear that the accommodation sought at the bank 
needs to be relatively small. 

In the second place there is to be noted an accentuation of the 
tendency of small businesses merging into larger and larger 
business units. Not only this but the natural growth of many 
corporations of moderate size also results in an ever-increasing 
number of sound corporations of wide reputation and great 
strength. As business units thus increase in size many of them 
finally reach a position where they are able to borrow on the in- 
vestment market. No inconsiderable portion of such borrowing 
is for the purpose of reducing or eliminating bank loans or in- 
creasing working capital. Various advantages accrue to a cor- 
poration through such financing. They arc able to avoid piece- 
meal borrowing for individual operations and are not subjected 
to the proportionate balance requirements which must be met 
when borrowing from the commercial banks. This makes it 
possible for them to get along with smaller cash balances pro- 
vided they carry a correspondingly larger volume of liquid as- 
sets. Furthermore the rate of interest which they have to pay 
in the investment market is normally somewhat lower than that 
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charged by the commercial banks. According to figures com- 
piled by the Commercial and Financial Chronicle ^ the corpora- 
tions of the country, for the seven months ending with July, 
1927, borrowed by means of long time notes and bonds over $1,- 
840,000,000, and over $127,000,000 through issues of short-time 
notes. Both of these totals are exclusive of refunding operations. 
The growth of this practice of securing working capital in the 
investment market means a corresponding limitation in the vol- 
ume of commercial bank credit which is required. 

The liquid assets mentioned above as having partially sup- 
planted cash on corporation balance sheets may consist of mar- 
ketable securities such as listed bonds and stocks, bankers' ac- 
ceptances or call loans. The return on all such investments is 
usually considerably higher than banks can afford to pay on 
average balances. Corporations must still make their accounts 
attractive to the banks, of course, in order to protect themselves 
against the appearance of adverse circumstances in the future. 
Their increased size and greater strength alone, however, go 
far toward making them attractive as actual or potential bor- 
rowers at the commercial bank. The bank is, therefore, not in 
position to enter effective protest against the current practice of 
its clients of carrying comparatively small cash balances so long 
as they have diverted funds into the central money market 
which may be recalled at any time. In Chapter XV the most 
effective argument defending the propriety of requiring propor- 
tionate balances is that by this means the bank in reality is 
simply protecting itself by insuring the borrower's liquidity. 
This argument has little weight in a period when the volume of 
funds which customers need to borrow is small; it falls down 
almost completely when the customer holds marketable securi- 
ties or has money loaned on call sufficient, when added to its 
cash balance, to make a total which is unquestionably adequate. 

Data are not available showing the total volume of market- 
able securities held by American corporations, although the fig- 
ure is known to be large. But an idea of the amount they loan 
on the call money market may be obtained from figures pub- 
lished by the Federal Reserve Board. On April 27, 1927.^ the 
total demand loans to brokers and dealers, secured by stocks 

* Issue of August 13, 1927, p. 841. 

^Federal Reserve Bulletin, May, 1927, p. 376. 
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and bonds, made by reporting member banks in New York City, 
was $2,181,875,000. This total is divided into three parts: for 
own account; for account of out-of-town banks; for account of 
others. This last division is composed principally of the funds 
which corporations have diverted from the commercial banks 
of the country to the call money market. The total of this 
division w^as $717,610,000. One year earlier the figure stood at 
$457,618,000. This represents an increase during one year alone 
of $259,992,000. It scarcely seems reasonable to suppose that 
further increases of similar magnitude are to bo expected in the 
future. Yet these figures are significant as an indication of the 
changing status of commercial banking. 

A weakened contact with the commercial world is one effect 
upon the commercial banking system of the tendencies men- 
tioned in the foregoing paragraphs. Corporations not only need 
a relatively smaller volume of working capital but of the amount 
they do need they borrow directly in the investment market 
large sums which in the past would have come from the com- 
mercial banks. Furthermore a fair share of their liquid reserves 
are diverted from the commercial banks to the central money 
market. In order to reestablish its eontacts and to keep its 
funds at work the commercial bank has been forced into the in- 
vestment market and there has purchased the very notes and 
bonds its corporation customers have issued. This means not 
only some undermining of the influence of the commercial bank- 
ing system but also a weakening of its liquid position. There 
has been, for instance, a notable decline in the proportion of 
paper held by national banks which is available for rediscount 
at the reserve banks. B. M. Anderson, Jr., economist of the 
Chase National Bank of New York City, calls attention to this 
tendency as follows: 

''Commercial paper which meets the technical requirements of the 
federal reserve banks, and which matures in 90 days or less, and ap- 
proved agricultural paper maturing in nine months, may be rediscounted 
with the federal reserve banks, and United States Government securi- 
ties may also be used as collateral for borrowing at the federal reserve 
banks. Real estate loans cannot be rediscounted, stock and bond col- 
lateral loans (other than those based on United States securities) 

^Address delivered before the New York State Bankers’ Association, 
January, 1927, reported in Commercial and Financial Chronicle, 124, 
p. 460. 
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cannot be rediscounted, finance paper representing installment buying 
cannot be rediscounted, investments other than United States securities 
cannot be used as collateral for loans at the federal reserve banks, and 
there are a good many other loans which, for one or another reason, are 
not eligible for rediscount. The federal reserve banks are supposed to 
take only the really liquid resources of member banks, and not all of 
them. The following tables based on the annual reports of the Comp- 
troller of the Currency, show (a) the percentage of loans eligible for 
rediscount to total loans and discounts for national banks and (I3) more 
significant, the percentage of eligible paper plus United States securities 
to total loans, discounts and investments for national banks: 


NATIONAL BANKS 

Percentage of Eligible Paper to Loans and Discounts, and Percentage 
OF Eligible Paper Plus United States Securities to 
Total Loans, Discounts and Investments 





Per Cent of Eligible 



Per Cent of Eligible 

Paper Plus U. S. 



Paper to Total 

Sec. to Total Loons, 

{Figures as of June 30) 

Loans and Discounts 

Discounts and Investments 


1923 

3016 

3705 

United States 

1925 

26 93 

32 33 


1926 

26.06 

30.98 


1923 

25.49 

3862 

Now York City 

1925 

21.03 

31 97 


1926 

19.71 

30.32 


1923 

36.47 

40 50 

Chicago 

1925 

30.11 

33 50 


1926 

27.33 

31.38 


1923 

32 53 

3561 

Boston 

1925 

12.50 

1726 


1926 

21.00 

27.05 

Reserve cities 

1923 

31.43 

39.18 

(excl. N. Y. 

►1925 

26 55 

33.53 

and Chicago) J 

1926 

26.16 

32.49 


1923 

30.11 

39.11 

All reserve cities 1925 

25 16 

33.01 


1926 

24.20 

31.69 


1923 

30.21 

35.07 

All country banks 1925 

28.91 

31.63 


1926 

28.16 

3027 


^The foregoing figures show a steady decline for the country as a 
whole, for the country banks, for the reserve cities, and for New York 
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and Chicago, the only exception shown in our table being for the city 
of Boston, where a striking improvement has taken place since 1925. 

repeat that these figures are not alarming though they do show a 
tendency which ought to be watched and checked. There has been a 
great expansion of bank loans, discounts and investments in recent years. 
Unneed^ by commerce this expansion has gone predominately into real 
estate loans, investments in securities, stock and bond collateral loans, 
and finance paper representing installment buying. When a bank goes 
too far in these directions the ability of the federal reserve bank to help 
it is restricted, and the federal reserve system may be unable to help it 
adequately in time of emergency. The averages still present figures 
which we may view without undue concern, but it must be remembered 
that the averages are averages, and that they are made up of some 
figures that are much higher and some figures which are undoubtedly 
lower than the average. The individual banker, therefore, does par- 
ticularly well to examine at frequent intervals his portfolio and invest- 
ment list with reference to the question of how much he has that the 
federal reserve banks can take.” 


B, STATE LAWS MORE LIBERAL THAN NATIONAL 

Early in 1927 the federal government officially recognized 
these changing conditions surrounding commercial banking in 
this country. State banks had found it relatively easy to keep 
pace with the altering business structure and commercial prac- 
tices referred to in the preceding pages. They operated under 
more liberal laws than national banks, although in this respect 
there are great differences between one state and another. Not 
only this but it is somewhat easier to get state laws modified 
when conditions warrant than is true of legislation enacted by the 
federal government. National banks were thus finding it more 
and more difficult to compete successfully with institutions char- 
tered by the various states. As a result an ever-increasing pro- 
portion of the banking resources of the country were held by 
state institutions. Between 1920 and 1926 the total resources 
of all banks increased over 22% while national bank resources 
increased by only 12%. On June 30, 1926, the total resources 
of all banks amounted to $64,893,000,000, and of this total only 
$25,316,000,000, or less than 38% was held by national banks.^ 
Reference was made above to the tendency for banks to con- 
solidate into larger and larger units. With few exceptions such 

^Report of the Comptroller of the Currency for 1926, p. 3. 
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consolidated institutions have taken out state charters in order to 
take advantage of the more liberal provisions of state laws. 
And this is true in spite of the fact that in many instances na- 
tional banks have been important factors in the amalgamations. 
Thus the rapid growth of state banking resources has been due 
in some measure to accretions from national banking resources, 
but in still larger degree it is due to the fact that state banks, 
operating under laws more favorable to banking than the Na- 
tional Bank Act, have profited unduly from the normal growth of 
banking operations. 

Among the features common to many state laws which are 
more liberal than those of the National Bank Act the following 
loom large: 

(1) While many states grant indeterminate charters the char- 
ters of national banks have been limited, since 1922, to 99 years; 
prior to that their charter life was only 20 years. 

(2) State banks are generally permitted to effect direct con- 
solidations with other state banks or with national banks, but 
if the consolidated institution is to have a national charter it has 
been necessary for the state bank first to take out a national 
charter. 

(3) Limitations as to maximum amounts which may be loaned 
to one interest are less stringent in most states than in the Na- 
tional Bank Act. 

(4) It is customary for state banks to have the power to do a 
safe deposit business. For national banks this business had not 
been legally recognized prior to 1927. 

(5) Dealing in investment securities has become a well-rec- 
ognized service for commercial banks, but in the past there has 
been no legal recognition of the bond departments of national 
banks. 

(6) National banks have felt keenly the limitations on real 
estate loans; state laws have been much more liberal in this 
respect. 

(7) The power to establish branches is given to their banks 
by many states, but national banks have been prohibited from 
doing so directly. 

Recognizing fully that conditions surrounding the conduct of 
commercial banking have altered fundamentally in recent years, 
and with a desire to place national banks more nearly on a basis 
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of equality with state banks, The McFadden Bank Act was 
passed by Congress and approved by the President in February, 
1927. Without doubt tliis is the most important piece of com- 
mercial banking legislation by the national government since 
1917. The full text of the .Act is given in Appendix C. Here 
the intention is merely to call attention to those provisions of the 
Act which attempt to minimize or remove the handicaps which 
have made it diflBcult for national banks to compete with state 
institutions. 


C. THE McFADDEN BANK ACT 
1. Indeterminate Charters 

Just as trust companies had been gradually entering the do- 
main of commercial banking so state commercial banks found 
it expedient organize trust departments and compete with trust 
companies in the field of fiduciary relationships. Recognizing 
this situation, and desiring to make national charters more at- 
tractive to banks, the Federal Reserve Act empowered national 
banks also to enter the trust field in those states in which state 
banks were empowered to do so. The Federal Reserve Board was 
authorized and empowered ^ 

'To grant by special permit to national banks applying therefor, 
when not in contravention of state or local law, the right to act as 
trustee, executor, administrator, registrar of stocks and bonds, guardian 
of estates, assignee, receiver, committee of estates of lunatics, or in any 
other fiduciary capacity in which state banks, trust companies, or other 
corporations which come into competition with national banks are 
permitted to act under the laws of the state in which the national bank 
is located.” 

In accordance with this provision over 2,100* national banks 
have been authorized by the Federal Reserve Board to enter the 
trust business. The conduct of this business by national banks 
must in all cases conform to the state laws under which state 
banks and trust companies operate. But irrespective of state 
law national banks are required to segregate from their other 
assets all those assets held in a fiduciary capacity and must 
keep separate records for their trust departments. 

*Sec. 11 (k). 

* Annual Report of the Federal Reserve Board for 1926, p. 28. 
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The intent of this legislation was to place national banks in a 
better position to compete with state banks doing a trust busi- 
ness. But national banks found themselves unable to compete 
for trusts the life of which extended beyond the date of the ex- 
piration of their respective charters. In 1922 the charter life 
of national banks had been extended from twenty years to 
ninety-nine years. This is sulBBcient to cover the life of most 
trusts. But some of the largest and most important are per- 
petual. For these national banks could not compete. The Mc- 
Fadden Act grants them relief in this particular by the following 
provision: 

“To have succession from the date of the approval of this Act, or 
from the date of its organization if organized after such date of approval 
until such time as it is to be dissolved by the act of its shareholders 
owning two-thirds of its stock, or until its franchise becomes forfeited 
by reason of violation of law, or until terminated by either a general 
or a special Act of Congress or until its affairs be placed in the hands of 
a receiver and finally wound up by him.” * 

It will be noticed that there is nothing irrevocable about the 
power herein conferred since Congress retains the right to cancel 
the charters at any time. Nevertheless the effect of this provi- 
sion is to remove one of the handicaps under which national 
banks have labored in the past in their efforts to compete on a 
plane of equality with state banks. 

2. Consolidations 

Attention has already been called to the tendency for banks 
to merge into larger and larger units thus keeping pace with the 
increasing size of business institutions. These mergers sometimes 
consist of two or more state institutions and sometimes of two 
or more national banks. Frequently, however, both state and 
national banks are involved in a single merger. In any case the 
question must be decided as to whether the new enlarged insti- 
tution shall operate under a state or national charter. The 
more liberal features of most state laws are potent forces tending 
to influence those in control to take out a state charter rather 
than a national. In addition to these advantages which may be 
expected to accrue to the institution as an operating unit, ordi- 

* Sec. 2 (a), par. Second. 
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narily no roundabount process is necessary for the consolidation 
itself if a state charter is to be taken out. In that case the dif- 
ferent units may be merged directly. But if by chance the desire 
is to have a national charter the promoters have been confronted 
with the necessity of first converting the state banks into a na- 
tional bank, since national banks could consolidate only with 
other national banks. Thus before the Chase National Bank 
could absorb the Metropolitan Bank — a state institution — it was 
necessary for the latter to become the Metropolitan National 
Bank. But when the Irving National Bank wished to consoli- 
date with the Columbia Trust Company and operate under a 
state charter the new institution became directly the Irving 
Bank-Columbia Trust Company, later the Irving Bank and 
Trust Company. The McFaddcn Act removes this obstacle and 
authorizes the granting of national charters to direct consolida- 
tions of national and state banks. 

3. Loans to On® Interest 

Diversification of risk always has been and presumably will 
continue to be one of the chief means of protection against losses 
so heavy as to threaten the solvency of the bank. Presumably 
the typical banker is astute enough to know this and operates 
accordingly. Most of the state laws on the subject appear to 
assume this is true. But if it is to be enforced through legislation 
the most direct means is by a strict limitation of the maximum 
amount which can be loaned to a single borrower. The framers 
of the McFadden Act apparently had no intention of attempting 
to compete with the extremely liberal provisions of many state 
laws in this respect. The limitation on unsecured loans to one 
interest was permitted to remain at 10%. But it was felt that 
national banks should be given more latitude in financing the 
storage and orderly marketing of the great staples — wheat, corn 
and cotton. The previous limitation on such advances was 25% 
of the bankas capital and surplus when the actual value of the 
property securing the additional 15% was not less than 115% 
of the face amount of the loan. But this additional 15% could 
not be loaned to one borrower for more than six months in any 
consecutiye twelve months. The new Act permits national banks 
to lend to one borrower up to 50% of their capital and surplus 
when secured by staple commodities having a graduated margin 
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of collateral. The result is to give effect to the following limi- 
tations: 

10% of capital and surplus may be loaned without specific security when 
secured by readily marketable staples 
15% additional may be loaned if market value of underlying security is 
equal to 115% of the face amount of the loan 
5% additional if market value of additional underlying security is equal 
to 120% of the face amount of the additional obligation 
5% additional with margin of 25% 

5% additional with margin of 30% 

5% additional with margin of 35% 

5% additional with margin of 40% 

If we translate the above limitations into the maximum lend- 
ing possibilities of a bank with capital and surplus equal to 
$1,000,000, wc get the following: 


10% — $100,000 — no security required by law 


15% 

— 150,000 — 

market 

value 

of 

security 

$172,500 

57c 

— 50,000 — 

u 

u 

it 

i( 

60,000 

6% 

— 50,000 — 

It 

(i 

it 

tt 

62,500 

5% 

— 50,000 — 

u 

it 

tt 

tt 

65,000 

5% 

— 50,000 — 

u 

tt 

tt 

tt 

67,500 

6% 

— 50,000 — 

it 

tt 

tt 

tt 

70,000 

60Vr 

— $500,000 





$497,500 


The above liberalization is accompanied by an extension of 
time limit from six months to ten, thus giving recognition to the 
fact that the orderly marketing of the great non-perishable 
staples requires the better part of a year. 

Legal restrictions no more onerous than these could scarcely 
be any impediment in the way of the legitimate business of the 
good commercial banker. In fact the limits appear to be so 
liberal that it does not seem likely that good bankers would ever 
approach them. If such restrictions have any merit at all, there- 
fore, it lies in pointing out the straight and narrow path to those 
few bankers wdio might have a tendency to stray therefrom. 

4. Safe Deposit Business 

There is little direct connection between the safe deposit busi- 
ness and the conduct of commercial banking. But in recent years 
they have become more closely allied due to the widespread 
ownership of bonds and stocks and to the fact that most banks 
retail such securities to their depositors. Furthermore, the in- 
dividual depositor looks upon his bank as the custodian of the 
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principal portion of his current cash account. It is only a step 
from this to the concept that the bank should provide means 
for the safekeeping of his bonds, stocks, and other valuables. 
As a result it is quite customary for banks to offer safe deposit 
facilities. National banks have engaged in this business without 
direct legal authorization but the McFadden Act now recognizes 
this as being a legitimate service for commercial banks to ren- 
der. In order to limit the bank's liability should unusually heavy 
losses occur it is advantageous to conduct the business under the 
name of a separate corporation. National banks are now given 
the right to organize such subsidiary corporations and to sub- 
scribe directly to their stock in an amount not to exceed 15% 
of the capital and surplus of the bank. 

Thus another step is taken to meet changing conditions and to 
put national banks in a stronger competitive position. 

5. Dealing in Investment Securities 

Any list of the diversified services which the modern bank 
stands ready to perform for its patrons must include the retailing 
of bonds. It is the aim of the bank to keep on hand a list of 
bonds so well diversified that it can meet the needs of almost 
any investor. But when a customer more particular than the 
average wishes something else the bank is prepared to get it for 
him. This has come to be a well-recognized service and one 
wdiich fits into the department store concept of our modern bank- 
ing houses. National banks have vied with their state banking 
competitors in offering an efficient securities service to the public. 
Their authority for doing so in the past was somewhat doubtful 
but the Comptroller of the Currency sanctioned it because the 
law gave them the power to deal in ^'other evidences of in- 
debtedness." 

As further evidence of the changing status of commercial 
banking the new law specifically recognizes that dealing in in- 
vestment securities is an entirely legitimate activity of the mod- 
ern commercial bank. The McFadden Act provides ^ 

'That the business of buying and selling investment securities shall 
hereafter be limited to buying and selling without recourse marketable 
obligations evidencing indebtedness of any person, copartnership, asso- 

* Sec. 2(b). 
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ciation, or corporation, in the form of bonds, notes and/or debentures, 
commonly known as investment securities, under such further defini- 
tion of the term investment securities,' as may by regulation be pre- 
scribed by the Comptroller of the Currency, and the total amount of 
such investment securities of any one obligor or maker held by such 
association shall at no time exceed 25 per centum of the amount of 
the capital stock of such association actually paid in and unimpaired and 
25 per centum of the unimpaired surplus fund, but this limitation as 
to total amount shall not apply to obligations of the United States, or 
general obligations of any State or of any political subdivision thereof, 
or obligations issued under authority of the Federal Farm Loan Act.” 

a. The ^^MarketabW* Requirement 

Since stocks are not evidences of indebtedness banks were not 
permitted in the past to purchase them for their own account. 
The new law makes no change in this respect. Aside from the 
specific recognition of the legitimacy of dealing in bonds the 
most noteworthy feature in the above section is the inclusion of 
the term “marketable.” This marks a distinct forward step for 
in effect it prohibits national banks from tying up funds in securi- 
ties which, because of the absence of a real market, cannot be 
disposed of in an emergency at a price which expresses their 
intrinsic merit. The duty of defining just what is meant by 
“marketable” fell to the lot of the Comptroller of the Currency. 
On June 29, 1927, he announced new regulations as follows: ^ 

“An obligation of indebtedness which may be bought and sold by 
national banks, in order to come within the classification of ‘investment 
securities’ within the meaning of Section 5136 of the Revised Statutes 
(McFaddcn Act), must be a marketable security as designated by the 
expressed language of the statute. Under ordinary circumstances the 
term ‘marketable’ means that the security in question has such a mar- 
ket as to render sales at intrinsic values possible. 

“Classifying a given security as marketable, the comptroller of the 
currency may in a specific case give consideration to various facts and 
circumstances, but he will require in all cases the following: 

(a) That the issue be of a sufficiently large total to make marketability 
possible; 

(b) Such a public distribution of the securities must have been pro- 
vided for or made in a manner to protect or insure the marketability 
of the issue; 

(c) That the trust agreement under which the security is issued pro- 
vides for a trustee independent of the obligor and, in the case of 
securities issued under a trust agreement executed and delivered after 

^ Wall Street Journal, July 1, 1927, p. 4. 
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60 days from the date of the promulgation of these regulations, such a 
trustee must be a bank or trust company. 

‘This series of regulations may be modified, amended or withdrawn 
at any time by the Comptroller of the Currency.” 

It will be noticed that these regulations deal only with broad 
generalizations, and whether individual issues shall be deemed 
“marketable” will have to be determined in each case. 

6. Real Estate Loans 

Probably in no other respect has there been a wider divergence 
between national and state banking laws than with respect to 
loans on the security of real estate. Obviously real estate is a 
slow asset and it is unwise, therefore, for a commercial bank to 
carry real estate which is not required for its present or pros- 
pective building needs. But what about loans on the security of 
real estate? It was pointed out in another connection that real 
estate is sometimes offered as security for commercial loans when 
the credit standing of the borrower is not sufficiently high to 
warrant the bank in extending an unsecured line. But such cases 
are exceptional. As a general proposition loans secured by real 
estate are used by the borrower in one of three ways: purchase 
of additional real estate; retiring outstanding indebtedness on 
real estate previously purchased; or for buildings or other per- 
manent improvements. In other words, in the absence of evi- 
dence to the contrary in specific cases one is justified in consider- 
ing real estate loans as advances for fixed capital purposes. 
Patently loans for such purposes are not self-liquidating and 
the security back of them is notoriously un-liquid. It is en- 
tirely proper, therefore, for the commercial banker to look 
askance upon any wholesale diversion to this purpose of funds 
represented by demand deposits. Nevertheless state banking 
laws have usually been very liberal with respect to loans of this 
character. Connecticut, New Jersey, Indiana, Illinois and Iowa 
place no limit on the amounts their banks may lend on real es- 
tate security. Pennsylvania permits all time deposits plus 25% 
of capital and surplus to be loaned in this way. 70% of sav- 
ings deposits is the limit in Rhode Island and 50% of the capital 
and surplus is permitted in Michigan, and South Carolina allows 
one-half of the capital and one-half of the deposits. Arizona 
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requires that at least 60% of all the bankas loans must be in first 
liens on Arizona lands.^ 

Prior to 1913 the federal laws did not recognize any distinction 
between time and demand deposits and hence, quite logically, 
prohibited national banks from making loans secured by real es- 
tate. In the Federal Reserve Act, however, time deposits are dis- 
tinguished froip demand deposits and a reserve of only 3% is 
required as against 7%, 10% and 13% for demand deposits. In 
accordance with this distinction it appeared logical to permit at 
least a portion of the time deposits to be loaned on real estate. 
National banks not located in central reserve cities, therefore, 
were authorized to make loans on the security of farm lands in 
the same federal reserve district or not more than one hundred 
miles distant from the lending bank irrespective of district lines. 
Such loans could have a maturity not to exceed five years. Loans 
were also permitted on urban mortgages with a maturity of one 
year. The aggregate volume of such loans was limited to one- 
fourth of the lending bank's capital and surplus or one-third of 
its time deposits ^^at the election of the bank." Thus real estate 
loans were definitely confined to those funds represented by time 
deposits. 

Undoubtedly this was a step in the right direction but it did 
not go far enough. One year real estate loans are no more fea- 
sible on city property than on farm lands. The McFadden Act 
recognized this by extending the maturity of loans on improved 
urban realty to five years. It discontinued also the discrimina- 
tion against central reserve city banks which are now given the 
same privilege in this respect as are banks located elsewhere. 
The aggregate volume of such loans is limited to one-fourth of the 
bank’s capital and surplus, as before, or to one-half of its savings 
deposits, once again ^^at the election of the bank." This means 
that that portion of the time deposits which are not strictly sav- 
ings deposits are excluded and may not be invested in real es- 
tate mortgages. Nevertheless the final effect of this section of 
the Act is to increase materially the total funds which national 
banks may now lend on the security of real estate. 

On June 30, 1926, total time deposits of national banks 
amounted to $6,313,809,000.^ But banks in central reserve cities 

'American Bankers* Association Journal, March, 1027, pp 000-691. 

* Hepori of the Comptroller of the Currency for W2(i, p. 10. 
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could make no real estate loans. Deducting, therefore, their time 
deposits of $404,825,000^ we get a remainder of $5,909,984,000. 
Of this one-third, or $1,966,666,000 could be loaned on real 
estate. Under the provisions of the new law one-half of all sav- 
ings deposits can be loaned in this way. Total savings deposits 
(i.c., excluding other time deposits) for all national banks on 
June 30, 1926, amounted to $4,962,864,000.^ One-half of this, 
or $2,481,432,000, may now be invested in real estate mortgages. 
This represents a direct increase of $514,766,000 which is per- 
mitted by this section of the new law. 

The maximum increase permitted cannot be determined due 
to the change wrought by the specific definition of a real estate 
loan contained in the new Act: 

"A loan secured by real estate within the meaning of this section shall 
be in the form of an obligation secured by mortgage, trust deed, or other 
such instrument upon real estate when the entire amount of such obli- 
gation or obligations is made or sold to one association.” * 

The purpose of this definition is definitely to exclude from the 
category of real estate loans the real estate bonds which banks 
have been accustomed to purchase. These bonds cover hotels, 
apartments, office buildings, and other real estate developments. 
The mortgages are held by a trust company or the trust depart- 
ment of a bank and the bonds which are issued represent equities 
in the mortgage. In the past the examiners have been instructed 
to treat such bonds as real estate loans. Since ordinarily no one 
bank holds ‘The entire amount of such obligation or obligations” 
they will no longer be included with real estate loans proper. 
Therefore in order to ascertain the total additional amount which 
national banks may now lend on real estate it is necessary to add 
to the above minimum figure of $514,766,000 an amount equal 
to the total volume of these real estate bonds which national 
banks will hereafter be permitted to hold. This, in turn, will 
depend upon the application of the rulings of the Comptroller 
of the Currency with respect to the marketability of specific 
issues. If these rulings are such as to make any large volume 
of these bonds eligible for purchase by national banks, the total 
increased volume of national bank funds which may be diverted 

* Report of the Comptroller of the Currency for 1926 ^ p. 238. 

Ubid., p. 40. 

• McFadden Actf Sec. 16. 



CHANOTNG STATUS OF BANKING 259 

to real estate will be correspondingly larger than the minimum 
increase of $514,760,000 derived above. 

All this appears to be a perfectly sound development and in 
keeping with changed conditions confronting tlic conduct of 
commercial banking. It does not mean any greater diversion 
of funds represented by demand deposits to fixed capital pur- 
poses. It is merely a step toward a fuller recognition of the 
kinship of banking institutions irrespective of name and the 
similarity of savings deposits whether found in national banks, 
state banks, savings banks or trust companies. A further step, 
and one which must come sooner or later, is the removal of all 
limits on the investment of savings funds in real estate mort- 
gages, and the incorporation of restrictions of a different char- 
acter. These restrictions should be of a nature such as would 
preclude the possibility of the investment of any portion of the 
savings funds held by a bank in any but the soundest assets, 
and should require the segregation of such assets from the assets 
of the commercial bank proper. 

7. Branch Banking 

It should be clear to the reader by this time that the funda- 
mental purpose underlying the McFadden Act was to bring the 
laws under which national banks operate into conformity with 
modern conditions and practices. By this means it was hoped 
to avert continued defections from the national system and to 
make it possible for national banks to meet successfully the 
competition of state banks. In this way the waning prestige of 
the national banking system might be restored. While there 
was no desire on the part of Congress to imitate state banking 
legislation of a patently unsound character, or which did not 
provide adequate safeguards, it was felt that in many particulars 
restrictions might be abolished or relaxed without impairing the 
basic character and ultimate soundness of our national banking 
system. 

a. Evolution of Branch Banking for National Banks 

The national banking system presupposes a system of inde- 
pendent unit banks, and for many years the successive Comp- 
trollers of the Currency refused to authorize branches by national 
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banks under any circumstances. The first break in this policy 
came through a ruling that a state bank already having branches 
might enter the national system and retain its branches. Later 
this theory was extended to permit a national bank to absorb 
another bank — either state or national — and to continue the 
operation of the absorbed institution as a branch. If the ab- 
sorbed institution itself had branches they could be retained as 
branches by the purchasing bank. Since 1922, through an 
opinion of the Attorney-General, national banks have been per- 
mitted to open additional offices for the cashing of checks and 
the receipt of deposits, but not for the conduct of a general 
banking business. 

b. Branch Banking Under State Laws 

In the meantime twenty-two states had granted to their banks 
the privilege of establishing branches. In these states there 
is a wide variation of policy. Ten of them permit their banks 
to establish branches anywhere within the state limits. In the 
remaining twelve, branches arc confined to the city — and in some 
cases also the contiguous territory — in which the parent bank 
is located. This intracity branch banking has had its greatest 
development in New York, Ohio and Michigan. In New York 
branches must be confined to the corporate limits of the city, 
but Ohio and Michigan permit branches in the territory imme- 
diately contiguous. In some cities, notably Detroit and Cleve- 
land, this intracity branch banking has been carried to extreme 
limits. This overdevelopment of branches is economically 
wasteful and in some instances may well lead to an undue con- 
centration of banking power. 

c. National Banks Formerly Handicapped 

While there was thus a great variation in the policies and 
practices of the different states with respect to branch banking 
it had become increasingly clear that in all those states which 
permitted it at all national banks were at a serious disadvantage. 
Since they could acquire branches only indirectly through 
absorption or consolidation with other banks it is clear that the 
scope of their activities in this direction must be extremely 
limited. 
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d. National Banks Finally Given Same Branch Banking Privi- 
leges as State Banks 

From the discussions and debates over the McFaddcn Bill it 
is clear that Congress never considered seriously the granting 
of power to national banks to establish state-wide branches. 
Such action, it was felt, would simply pave the way for further 
disintegration of our system of independent unit banking. On 
the other hand a clear majority in Congress was in favor of 
granting to national banks the power to establish branches in 
the home cities of parent institutions where state banks are 
accorded this privilege. A difference of opinion arose as to 
whether the same privilege should be extended to national banks 
in those states which do not now but wdiich may at some future 
time permit state banks to establish intracity branches. That 
is, should national banks in such states automatically acquire 
the right to establish branches at the same time the privilege is 
extended to the state banks? The Hull Amendment would have 
confined the branch banking privilege to banks located in states 
which now permit branches. If, subsequently, other states should 
accord the privilege to their state banks this amendment would 
still prohibit them for national banks. The amendment was 
finally defeated, however, the theory prevailing that after all 
intracity branch banking is a local affair and the question for 
all banks, national and state, should be settled by local senti- 
ment. As finally pasvsed without the Hull Amendment, therefore, 
the Act grants to national banks, in a strictly limited degree, 
the i)owcr to establish intracity branches wherever state laws, 
cither now in force or subsequently enacted, grant this privilege 
to state banks. No branches are permitted, however, to national 
banks located in cities having a population of less than 25,000. 
With a population of 25,000 to 50,000 only one branch may be 
established, and not more than two if the population does not 
exceed 100,000. In larger places ‘Hhe determination of the num- 
ber of branches shall be wdthin the discretion of the Comptroller 
of the Currency.^’ That official is thus given the power to pre- 
vent the wasteful duplication of branches so common in some 
cities. 

It appears that the legislation with respect to branch banking 
is in thorough accord with the implied purpose of Congress. 
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The spread of branch banking is one of the manifestations of 
the changing status of commercial banking. The object of Con- 
gress was not to interfere with this development in so far as 
intracity branch banking is concerned, but to put the national 
banks on an equal footing with state banks. State-wide branch 
banking for national banks was frowned upon, although it is 
interesting to note the concession which was made to state-wide 
branch banking systems already in operation. 

e. Nation-wide Branch Banking Under Corporate Control 

This concession takes the form of permitting state banks 
already operating such systems to retain membership or to ac- 
quire membership in the Federal Reserve System provided no 
branches outside the home city arc established after the approval 
of the Act. If they meet this and all other requirements such 
banks are even permitted to take out national charters. As a 
result the largest of these state-wide branch banking systems 
has since become nationalized under the title of the Bank of 
Italy National Trust and Savings Association. Through recent 
absorptions and consolidations this bank has become the third 
largest banking institution in the country. It operates 279 
branches throughout the state of California. Not only this but 
it controls other banks located outside California. We quote 
from an editorial in the Commercial and Financial Chronicle} 

“But the most serious phase of the matter still remains to be men- 
tioned. Those behind the Bank of Italy are restless and ambitious 
spirits. They are not satisfied with having conquered the whole State 
of California, giving them ^complete banking establishments in every 
important California community from Oregon to the Mexican border.’ 
They are reaching out to acquire a chain of banks in the East. They 
have already acquired the Bowery-East River National Bank (New 
York City) and they have acquired the Commercial Exchange Bank 
of New York. The Bowery-East River National Bank also absorbed 
the Discount National Bank and now has capital, surplus and un- 
divided profits of $6,625,000, with total resources of more than $88,- 
000,(X)0. The Commercial Exchange Bank of New York is successor to 
the private banking business of Lionello Perera and has capital, surplus 
and undivided profits of $2,840,019 and aggregate resources of $18,- 
389,965 as of February 19. Control of these affiliated banks is held 
through a holding company called the Bancitaly Corporation, which 
recently announced a proposed increase in its capital of $100,000,000. 

" Issue of May 26, 1927, pp. 1720-1727. 
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We . . . reprint again the following news item which appeared in the 
New York Times on February 9, since it indicates so clearly the 
comprehensive nature of the bank extension program, which is not only 
designed but in process of being carried out: 

The Bancitaly Corporation will ask its shareholders in the next 
few days to authorize an increase of 1,000,000 shares in capital stock. 

The 1,000,000 shares for which authority will be asked will rep- 
resent about $100,000,000, one of the largest pieces of financing 
effected in this country. The x)lan for issuance of this stock is said 
to com])rise an offer of 450,000 shares to present stockholders at 
$100 a share in the ratio of one share for each five held, the balance 
to be held in the treasury to be sold when deemed advisable. 

Treliminary permission has been obtained from the State Cor- 
poration Commissioner of California, where the company is domi- 
ciled, to issue the new shares. The Bancitaly Corporation controls 
the Bank of Italy of California and other institutions, among which 
are the Bowery-East River National Bank and the Commercial 
Exchange Bank of New York, and is the second largest stock holding 
corporation in the world.’ 

''Since the foregoing appt^ared further steps have been taken in 
development of the ambitious bank extension plans of the promoters. 
The Borough of Brooklyn is now to be entered. In our news columns of 
March 5 we rejjorted that negotiations were under way looking towards 
the consolidation of the Scssa chain of j'jrivate banks in Brooklyn with 
the Commercial Exchange Bank of New York located at 63 Wall Street. 
The Sessa banks are said to form one of the largest groups of private 
banks in the city, having assets of aiiproximately $5,000,000. With 
the Bancitaly Corporation having $100,000,000 of new capital available 
we may expect other similar moves in quick order. 

"This use of the holding company in acquiring banks in different 
federal reserve districts brings to the front some important and very 
grave problems regarding our federal reserve banking system. The 
Bancitaly Corjioration, through the subsidiary banks which it controls, 
already holds membershij) in the Federal Re'serve Bank of San Fran- 
cisco and the Federal Reserve Bank of New York. It therefore is in 
position to avail of the facilities of the federal reserve banks in thow^e 
districts — that is, to borrow from either one or both of them. How 
long will it be before it enters some of the other federal reserve districts, 
and perhaps all of them? 

'"But that is not all. Is it reasonable to suppose that the Bancitaly 
Cori)oration will be allowed to remain alone in its endeavor to establish 
not merely state-wide banking but nation-wide banking? If a great 
banking cori)oration on the Pacific Coast reaches out for the Atlantic 
seaboard through the holding company does it not inevitably follow that 
the big banking organizations in New York will repeat the experiment 
and in like manner extend their field of action to the Pacific Coast? 
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In truth, will they not be compelled to take such steps as a matter of 
necessity, in order effectively to compete with the invader? As a matter 
of fact, it has been reported this very week that one of the largest of the 
New York City banks, or at least those associated with it, were seeking 
to gain a foothold on the Pacific through a holding company. 

'And with the New York banks and the San Francisco institution, 
or institutions, indulging in nation-wide banking through the holding 
company are the big Chicago banks likely to lag far behind? And 
with the movement once started where will it end and what will be the 
outcome? Will not the ultimate result be that a few large banks will 
be operating in every one of the twelve federal reserve districts, availing 
to the fullest extent of the facilities of the different reserve banks in 
borrowing and in other ways and completely dominating them in every 
way? Is this desirable? Can such a possibility be viewed with 
complacency?” 


Perhaps the picture is overdrawn, but it does give rise to some 
misgivings. Grave concern would be felt throughout the country 
over any development tending toward the displacement of our 
independent unit system of banks by a few huge, all-powerful 
institutions, each with thousands of branches. We owe much to 
our system of small, independent banks locally owned and con- 
trolled. To enterprises in their respective communities they 
have furnished capital freely, in many cases too freely, it must 
be admitted. As a consequence many banks have failed, bring- 
ing disaster in their wake. But through this travail the country 
has been opened up and developed much more rapidly than 
w’^ould have been possible with a system of nation-wide branch 
banking and all the discouragement to local enterprise which 
absentee ownership and control implies. Across our northern 
border we see Canada developing much more slowly. Other 
factors have contributed to this more leisurely pace but a not- 
unimportant element has been the retarding effect of nation-wide 
branch banking controlled from Montreal and other important 
eastern centers. 

But whatever untoward developments may lie ahead in this 
respect they will not be due to the operation of the McFadden 
Act. The National Bank Act and the Federal Reserve Act will 
almost surely require further modification as the years go by. 
One such amendment might well be the refusal to allow cor- 
poration-controlled banks to partake of the facilities offered by 
the Federal Reserve System. But adverse criticism of the 
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measure for factors which are not included appears uncalled for. 
What it does contain is, on the whole, highly constructive. 

8. Indeterminate Charters for Federal Reserve Banks 

Technically the McFadden Act takes the form of amendments 
to the Federal Reserve Act and to those sections of the Revised 
Statutes which embody the provisions of the National Bank Act. 
Because of the great diversity of matters treated it has been 
called an “Omnibus Bank Act.” One extraneous feature not 
heretofore mentioned is the granting to the reserve banks of 
indeterminate charters. (Sec. 18.) In reality this was a rider 
tacked on to the original bill and was not subjected to pro- 
longed debate. Many have considered this action unwise. They 
feel that the entire Federal Reserve Act, as amended, should be 
subjected to thorough-going criticism and fundamental revision. 
It seemed to such critics that the appropriate time for such 
action would be just before the original twenty-year charter* 
I)eriod originally granted the reserve banks was expiring, at 
which time the reserve banks would be forced to ask for renewal 
of their charters. This would almost inevitably, however, make 
the Reserve System the football of politics. It seems almost 
inconceivable that their charters should fail of renewal even 
under such circumstances. Yet Congress refused to renew the 
charters of the First and Second Banks of the United States. 
But even if that disaster should be averted in this case a general 
revision of the Federal Reserve Act seems uncalled for at the 
present time. Such action should certainly be deferred until we 
have had more experience with the operation of the System under 
normal conditions. Furthermore, in granting indeterminate char- 
ters Congress relinquished none of its power to make any changes 
in the System which may hereafter prove wise or necessary. For 
the present at least the much more conservative course is that 
followed in the McFadden Act, i.c., to correct minor defects as 
they appear and alter the Act from time to time in such fashion 
as will keep it abreast of the constantly changing conditions 
confronting commercial banking. 

Only time will tell the extent to which the McFadden Act will 
alter the status of the different elements constituting our entire 
banking system. In all essentials, however, it has retained ex- 
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isting safeguards and added others. If, as a result, independent 
national banks continue to remain the backbone of our banking 
system, increasing in strength and prestige, this legislation will 
have accomplished its purpose. One thing is certain. It has 
brought our federal laws regulating banking more nearly into 
line with modern conditions and thereby reflects the changing 
status of commercial banking. 



CHAPTER XIX 


THE BANK STATEMENT 

A somewhat detailed examination of the affairs of the indi- 
vidual bank will serve to make more concrete the effect of 
changing conditions under which the modern commercial bank 
operates. We have seen that the federal government has 
attempted to keep pace with these changes by putting on the 
statute books the Federal Reserve Act, Federal Farm Loan Act, 
Intermediate Credits Act and the McFaddcn Act. Each of these 
laws has, in turn, served to modify the scope of activities of 
individual banks. New powers have been conferred upon them 
and many of the old restrictions have been relaxed. In some 
instances new restrictions have been imposed. It will help to 
bring to a focus the effect of these changes in a practical way 
if we turn our attention in this concluding chapter to the re- 
sources and liabilities of a particular bank. In doing so we 
shall attempt to get at the meaning of the more important items 
as well as the relationship which exists or should exist between 
one item and another. 

Whether a bank operates under a national or state charter, 
and whatever its legal restrictions may be, the result of its 
varied activities finds reflection on its balance sheet. The funda- 
mental purpose of a balance sheet is to give information con- 
cerning the financial condition of the business on a i)artieular 
date. The balance sheet of a bank is usually called its “state- 
ment of condition/^ but just as on any other balance sheet we 
find listed the resources, the liabilities, and the items repre- 
senting proprietorship. If the statement is to serve the purpose 
for which it is intended it must be prepared in summary form. 
All of the multitudinous assets and liabilities must be classified 
under a relatively small number of headings; otherwise the 
salient features will be obscured by the great mass of details 
and the difficulty of drawing important conclusions be corre- 
spondingly increased. 

In Chapter III there was developed a balance sheet in its 
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simplest form. Many important items commonly found on bank 
statements were omitted for the reason that at that time we had 
not progressed far enough in our study to understand their sig- 
nificance and all the implications involved. We are now pre- 
pared to examine critically an actual statement of condition. 
Our immediate aim in doing so is two-fold. In the first place 
we wish to note the effect on the various items making up the 
statement of numerous legal requirements and restrictions. At 
the same time it will be enlightening to attempt to discover the 
relationships which exist among the different items thereon. 

The statement selected for the purpose is that of a fairly 
large national bank located in one of the reserve cities. This 
particular statement is chosen because it is given in somewhat 
more detailed form than arc those we usually find available 
and hence is better suited for the task at hand. The figures art 
given to the nearest dollar and represent the condition of this 
particular bank on the date of the statement call issued by the 
Comptroller of the Currency for June 30, 1927. The different 
items on the statement have been numbered in order to make 
for ease in referring to them. 


TENTH NATIONAL BANK OF RESERVE CITY 
Statement of Condition 
At close of business, June 30, 1927 


Resources 


Liabilities 


1. Loans and discounts. 

$49,564,510 

14. Capital Stock 

$ 4,000,000 

2. U. S. Govt, securities 

7,841.000 

15. Surplus 

3,000,000 

3. Other bonds 

4,315,805 

16. Undivided profits . . . 

1,422,801 

4. Stock of federal re- 


17. Circulation 

2,000,000 

serve bank 

210,000 

18. Unearned discount . . 

244,608 

5. Bank premises 

450,000 

19. Reserve for taxes . . . 

880,000 

6. Customers^ liability 


20. Bills payable 

2,000,000 

a/c letters of credit 


21. Acceptances 

1,317,425 

and acceptances 

2,744,619 

22 Letters of Credit . . . 

1,542,610 

7. Redemption fund ... 

100,000 

23. Time deposits 

2,401,744 

8. Lawful reserve at re- 


24 Cashier’s checks . . . . 

110,098 

serve bank 

5,419,195 

25 Certified checks 

218,104 

9. Cash in vault 

1,440,264 

26. Due to banks 

11,174,512 

10. Interest accrued .... 

191,882 

27. Individual demand 


11. Reserve bank — collec- 


deposits 

52,500,941 

tion acet 

2,898,416 



12. Due from other banks 

1,764,515 



13. Exchanges for clear- 




ing 

5,872,637 




$82,812,843 


$82,812,843 
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A. GROSS DEPOSITS 

Although not necessarily the most important the most inter- 
esting items on any bank statement are those representing 
deposits. In many statements all the deposit items are grouped 
together under the single heading ^^Deposits.^' In this particular 
statement the last five items on the liabilities side must be 
combined to give us the total gross deposits. This is advan- 
tageous for our purpose because it makes possible a more in- 
tensive analysis. 

1. Bankers^ Balances 

Item No. 26, '^Due to banks,*' might better be called “Bankers' 
deposits," for it includes only the balances which other banks 
are carrying with this bank for various purposes. They are 
payable on demand in just the same way as are individual 
demand deposits, but it is important to distinguish these two 
classes of deposits because bankers* balances have a much more 
rapid turnover than do individual deposits and also because 
it is necessary to segregate the amount due to banks for the 
purpose of computing the required reserve. In order to get the 
gross amount due to banks it is necessary to combine with this 
figure the figures for certified checks and cashier's checks. Cer- 
tified checks have already been charged to the accounts of the 
various depositors whose checks were certified. Nevertheless 
they have not yet been paid or they would not appear on this 
statement. It would be reasonable enough to include them with 
individual deposits since in most cases accounts of individuals 
were charged at the time of certification. The purposes for which 
they are used, however, are such as to insure, in most cases at 
least, that they will get into the hands of other banks and come 
back to the certifying bank for payment through banking chan- 
nels. All things considered, therefore, it seems to be more logical 
to group them with other bankers’ balances since they really 
serve to increase the amount due to banks. Likewise cashier’s 
checks are direct obligations of the bank and since they, too, 
are usually deposited in other banks we also include them in 
arriving at the total gross amount due to banks, which in this 
case amounts to $11,502,714. Combining this figure with that 
for individual demand deposits gives a total for gross demand 
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deposits of approximately $64,000,000. In addition it will be 
noted that this bank has slightly over $2,400,000 of time deposits. 

B. COMPUTATION OF LEGAL RESERVES 

Certain comparisons with other items should be made of these 
deposits figures. The first and most important is with item 
No. 8, “Lawful reserve at the federal reserve bank.^^ For banks 
in reserve cities the reserve must be equal to at least 10% of 
the net demand dejmsits plus 3% of the time deposits. But in 
computing the required reserve the law states that 

^'the net difference of amounts due to and from other banks shall be 
taken as the basis for ascertaining the deposits against which required 
balance with federal reserve banks shall be determined.” 

The Federal Reserve Board has issued Regulations covering 
the manner in which the “net difference’’ specified in the Act 
shall be determined. The Regulation says,^ 

^^Member banks in determining the amount against which reserves 
must be carried may deduct: (1) From gross demand deposits, all 
Government deposits as defined above. (2) From the amount of bal- 
ances due to other banks, the amount of balances due from other banks 
(except federal reserve banks and foreign banks), including in the 
amount due from banks, out of town items placed in the mail and 
charged to the account of correspondent banks, items with a federal 
reserve bank in process of collection, checks drawn on banks located in 
the same city, and exchanges for clearing houses.” 

According to this Regulation the sum of items No. 11, No. 12, 
and No. 13 may be deducted from the sum of items No. 24, No. 
25, and No. 26. Should the sum of the “due from” items exceed 
the sum of the “due to,” both are omitted and the 10% is applied 
in that case directly to item No. 27. In our statement we find 
that the sum of the “due to” items is $11,502,714 and the sum of 
the “due from” items is $10,535,568. This makes a net amount 
due to banks of $967,146. Combining this item with that for 
individual demand deposits we get a total of $53,468,087. This 
figure, known as the net demand deposits, is the one to which 
the 10% ratio is applied. Thus the required reserve against 
demand deposits for this bank is $5,346,808. Adding to this 
3% of the time deposits, or $72,052, we get the total required 
reserve, $5,418,861. On our statement the “Lawful reserve” 

^ RegulationSf Series of 1924, P* IB. 
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item is $5,419,195, thus indicating an excess reserve of $1,334. 
It will be recognized that this is a very small surplus reserve, 
but that is to be expected. Banks get no interest on their 
balances at the reserve banks and hence aim to keep there an 
amount as close as possible to the minimum prescribed by law. 

The Federal Reserve Board has prepared a form to be used 
by all member banks in computing their required reserves. This 
form is given herewith, filled in, for purposes of illustration, 
with the figures from the statement which we are analyzing: 

Net Demand Deposits 

1. Deposits payable within thirty days, not including U. S. 

Govt, deposits nor items 2, 3, 4, and 5 $52,500,941 

2. Balances due to banks other than 

federal reserve bank (including 
foreign banks) 11,174,512 

3. Amount duo to federal reserve bank, 

deferred credits 

4. Cashier’s checks outstanding 110,098 

5 Certified checks outstanding 218,104 

Total due to banks (items 2, 3, 

4, and 5) $11,502,714 

Less: 

Deductions of the following items 
are permitted only from the total 
of items 2, 3, 4, and 5 Should the 
total of items 6, 7, 8, and 9 exceed 
the total of items 2, 3, 4, and 5, 
both groups must be omitted from 
the calculation. 

6. Balances due from banks other than 

federal reserve bank and foreign 

banks 1,764,515 

7. Items with federal reserve bank in 

process of collections 2,898,416 

8. Exchanges for clearing house 5,872,637 

9. Checks on other banks in same place 

Total deduction (items 6, 7, 8, 
and 9) $10,535,568 


10. Net balance due to banks 967,146 

Total net demand deposits (items 1 and 10) $53,468,087 

Time Deposits 

11. Savings accounts (subject to not less than 


thirty days’ notice before payment) 2,401,744 

12. Certificates of Deposits (subject to not less than 

thirty days’ notice before payment) 

13. Other deposits payable only after thirty days 

14. Postal savings deposits 

16. Total time deposits (items 11, 12, 13, and 14).. 


2,401,744 
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C. GROSS DEPOSITS AND LOANS AND DISCOUNTS 

Total deposits should also be compared with the ^‘Loans and 
discounts^’ item. In the above statement ^^Loans and discounts^’ 
are about 75% of total deposits. This is somewhat higher than 
the average for reserve city member banks, which, on December 
31, 1926, stood at 69%.^ This seems to be accounted for by 
the fact that this bank has a relatively smaller bond account 
than is customary for other banks of its class. Just why this 
should be true it is impossible to tell due to the unfortunate cir- 
cumstance that the “Loans and discounts” item itself is not 
subdivided into its constituent elements. In it are included all 
loans to customers, whether time or demand, secured or unse- 
cured. Since all secured loans are placed therein it contains 
loans secured by stocks and bonds, by real estate, and by com- 
modities. In addition to loans to customers it contains any 
commercial paper which this bank may have purchased on the 
open market and which it is now holding. It also includes 
acceptances of other banks which this bank holds in its portfolio. 
Acceptances and commercial paper we have already seen con- 
stitute two of the very finest items for a bankas secondary 
reserves. Not knowing the figures for each of these subdivisions 
we cannot be sure whether the bank has large secondary reserves 
in the form of commercial paper and acceptances in preference 
to the higher bond account which most banks carry, or whether 
the demands from its customers for accommodation have been 
so heavy that little is available for outside investment. If this 
item contains a fair share of commercial paper and acceptances 
the bank is in a stronger position to meet unforeseen contin- 
gencies than if the item represents almost exclusively loans to 
customers. 

D. GROSS DEPOSITS AND THE PROPRIETARY ITEMS 

Still another important comparison for total deposits is with 
the capital funds. “Capital stock,” “Surplus,” and “Undivided 
profits” combined represents the equity of the stockholders. 
This equity, plus the double liability of stockholders, forms a 
factor of safety for the depositors. A fair ratio between these 
Annual Report of the Federal Reserve Boards p. 149, 
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two is ten to one.^ In the New York Federal Reserve District, 
according to a study made by the Federal Reserve Bank of 
New York, 84% of the banks of that district have a capital ratio 
of 10% or more. It is generally thought that if the deposits 
are less than five times the capital the bank cannot be a profit- 
able enterprise. On the other hand if they are more than 
twelve times the capital the factor of safety becomes too thin. 
This comparison is favorable to the bank we are studying since 
the deposits arc approximately eight times the invested capital. 

E. INVESTMENTS, PROPRIETARY ITEMS, AND TIME 

DEPOSITS 

Combining items 2 and 3 we find that the bond portfolio of 
this bank amounts to slightly over $12,000,000. Of the Gov- 
ernment bonds, however, $2,000,000 are on deposit with the 
United States Treasury as security for its note circulation of 
this amount (item 17). This leaves a total of $10,000,000 which 
this bank carries for its investment account. Since bonds rep- 
resent permanent capital invested, their source, according to 
classical banking doctrine, should be the invested capital of the 
stockholders plus the time deposits. So far as this bank is con- 
cerned it meets the requirements in this respect of the most 
severe purist for the sum of the invested capital and the time 
deposits is over $10,800,000. This furnishes no proof, however, 
that this bank has not diverted a considerable portion of its 
demand deposits to fixed capital purposes. The “Loans and dis- 
counts^’ item, it will be remembered, is not analyzed, and we have 
no means of knowing, therefore, what portion of that item should 
be included in the total permanent capital advances of this bank. 
On the other hand, United States Government bonds form a 
secondary reserve only slightly less satisfactory than bankers’ 
acceptances and commercial paper. While not liquid they have 
ready marketability, and the burden of carrying them may thus 
be shifted to other banks. 

F. FEDERAL RESERVE BANK STOCK 

The bank has no choice with respect to item No. 4. It is re- 
quired to subscribe to stock in the federal reserve bank in an 

^American Banker's Association Journal^ August, 1920, p. 77. 
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amount equal to 6% of its capital and surplus. For this bank 
the amount would thus be $420,000. However, payment for 
only one-half of the sum subscribed has been called for; hence 
for member banks this item always stands at exactly 3% of the 
combined capital and surplus. 

G. CUSTOMERS^ LIABILITY FOR LETTERS OF CREDIT 
AND ACCEPTANCES 

Item No. 6 on the Resources side and items No. 21 and No. 22 
on the Liability side offset each other and may be considered 
together conveniently. When the bank issues a letter of credit 
it obligates itself, it will be recalled, to accept drafts drawn 
against it, the limit of such drafts being the amount expressed 
in the letter of credit itself. Not only this but it must pay the 
drafts as they mature. When the bank sells a letter of credit, 
therefore, it credits the account ‘T^etters of credit^^ and shows 
the obligation it has undertaken by listing it among its liabilities. 
Later on as drafts are accepted the form of the obligation 
changes to ^^Acceptanccs^’ outstanding. That is to say when 
the bank accepts a draft drawn under a letter of credit authority 
it debits the ^Xetters of credit^^ account and credits ^^Accept- 
ances,^’ thus indicating that its liability for unused letters of 
credit has decreased and its liability for acceptances outstanding 
has increased. It must not be forgotten, however, that the cus- 
tomer, at the time the letter of credit is issued, agrees to supply 
the bank with funds out of which payment of the acceptances 
at maturity may be effected. This obligation on the part of 
the customer is properly treated by the bank as an asset to offset 
the liability incurred. Thus we find the item ^'Customers^ 
liability for letters of credit and acceptances” appearing among 
the assets with a figure roughly equivalent to the sum of the 
liabilities appearing in items No. 21 and No. 22. In some state- 
ments the items exactly offset each other. In this statement the 
asset item is slightly less than the sum of the two liability items. 
Usually this is due to the fact that certain travelers^ letters of 
credit have been paid for in advance. When this happens the 
bankas liabilities are increased by the face value of the letters 
of credit sold for cash, but naturally there is no corresponding 
increase in ^^Customers' liability.” 
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H. REDEMPTION FUND 

The “Redemption fund/' item No. 7, is to meet the provision 
of the National Bank Act which requires that a sum equal to 
5% of the circulating notes outstanding shall be lodged with the 
United States Treasury, out of which such notes may be re- 
deemed as they are presented. 

I. INTEREST ACCRUED 

Every bank makes some loans on which the interest is not 
to be paid until maturity. Yet the bank is earning the interest 
day by day throughout the life of such loans. If the assets are 
to give a picture of all the pertinent facts, therefore, such accruals 
must be included. It would be logical enough to add them to 
the total of the loan account, but there are advantages in having 
this figure represent the face amount of the notes on hand. All 
things considered it is more convenient to enter this asset as a 
separate item — “Interest accrued." 

1. Unearned Discount 

The converse of accrued interest is unearned discount. It is 
customary for the great majority of notes to be discounted, in 
which case the interest to maturity is taken out in advance and 
the customer's account is credited only with the proceeds. This 
means that the bank sets up an asset equal to the face value 
of the note discounted but credits the borrower with that amount 
less the discount. But of course the interest is not all earned 
on the day the note is discounted' and it would be improper, 
therefore, to credit the difference to an “Undivided profits" 
account. As a matter of fact the discounted notes are not really 
worth their face value until maturity and since that face value 
is added to the “Loans and discounts" account it is obvious that 
the assets are overstated. As an offset to this overstatement a 
liability account, “Unearned discount," is set up. Then as 
each day goes by the amount of discount earned in that day 
is deducted from the “Unearned discount" account and car- 
ried to a revenue account, thereby increasing the “Undivided 
profits." 
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J. CASH IN VAULT COMPARED WITH NET DEMAND 

DEPOSITS 

The cash in vault which banks usually carry ranges all the 
way from 1%% to 5% of their net demand deposits. For this 
bank this percentage is approximately 2.7%. Evidence is avail- 
able which shows that this is not an unduly low figure, however 
small it may seem to the uninitiated. As a matter of fact it 
happens to be exactly the same percentage as the average carried 
by all reserve city member banks on December 31, 1926.^ Of 
course this is only an average. Many individual banks located 
in reserve cities carry more but this necessarily implies that still 
others carry less. On the whole it would appear that this bank 
has adopted a conservative policy in this respect, especially in 
view of the fact that the federal reserve bank is situated less than 
two blocks away. 

K. MISCELLANEOUS ITEMS 

Of the remaining items No. 5, “Bank premises,” and No. 19, 
“Reserve for taxes,” require no elucidation. Item No. 20 repre- 
sents exclusively money borrowed, presumably from the federal 
reserve bank, although there is nothing to prevent this bank 
from borrowing from a correspondent bank if it prefers to do so. 
Items No. 11 and 12 are practically self-explanatory. Perh.aps, 
however, attention should be called to the distinction between 
them. They both represent amounts due from other banks. 
The “Federal reserve bank — Collection account” is charged with 
all those out-of-town items which this bank is sending back for 
collection through the federal reserve collection system. As col- 
lection is effected the bank credits this account and debits the 
“Lawful reserve account.” On the other hand, the “Due from 
banks” item represents principally the balances which this bank 
is carrying with correspondent banks in other cities. If any 
collection items are not sent through the federal reserve collection 
system, however, they will be included in this asset account. 

^1926 Annual Report of the Federal Reserve Boards p. 149. 
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L. EXCHANGES FOR CLEARING 

The only remaining item is No. 13, “Exchanges for clearing.’’ 
This item was discussed briefly on page 30, but some elaboration 
at this point appears justified. To this account are charged all 
cash items received which arc drawn against or payable at other 
banks in the same city which arc members of the clearing house 
or which clear through members. The clearing operation takes 
place in most cities at some hour in the morning. By that time 
the bank has collected and sorted all the items in its possession 
which are to be collected through the clearing house. When they 
arc sent to the clearing house this asset naturally disappears, 
that is to say at that particular moment the bank has on hand 
no exchanges for clearing. This account must, therefore, be 
credited with the full amount appearing in it. In exchange for 
this asset the bank brings back from the clearing house all items 
drawn against it which had come into the possession of all the 
other members of the clearing house. These items consist prin- 
cipally of checks drawn against demand deposits of individuals 
and banks, but usually there will be also some cashier’s checks, 
certified checks and matured acceptances. The total of each 
class of items brought back from the clearing house is charged 
to the corresponding account, thus serving to decrease each of 
the liability accounts affected. If the total of the items sent 
to the clearing house exceeds the total brought back the bank 
has a credit balance. Should the total brought back be greater 
than the total sent it has a debit balance. Prior to the in- 
auguration of the Federal Reserve System it was customary to 
settle such balance by the actual cartage of cash between the 
various banks and the clearing house, although in a few cities 
clearing house certificates were used and in still others bank 
drafts served the purpose. The process is now much simpler 
in those cities having federal reserve banks or branches of re- 
serve banks, and in some other places as well. In these cities the 
clearing house manager merely sends to the federal reserve bank 
a memorandum giving the names of the different banks and the 
credit or debit balance for each at that day’s clearing. Credit 
balances are added to the “Lawful reserve account” and debit 
balances are deducted. So far as the individual banks are con- 
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cerned, therefore, the settling of balances is handled auto- 
matically. 

Perhaps an illustration of the manner in which this process 
works out in a particular case may be helpful. For this purpose 
let us take the bank whose statement we have been studying. 
Its ‘‘Exchanges for clearing^' at the close of business on June 30, 
1927, stood at $5,872,637. Before ten A. M., the hour for clearing 
in that city, certain deposits are received which serve to increase 
this item. Suppose the amount of such receipts is $500,000, all 
of which is represented on the liability side by increases of 
$350,000 in “Due to banks^’ and $150,000 in “Individual demand 
deposits.” These three items are thus changed to the following: 


Exchanges for clearing... $6,372,627 Due to banks $11,524,512 

Individual demand 

deposits 52,650,941 


All the items available are now sent to the clearing house, 
and the total received from the clearing house let us assume to 
be $6,500,000. This indicates a debit balance there for this bank 
of $127,363, which must be deducted from its “Lawful reserve 
account,” since the bank is being charged with that amount by 
the federal reserve bank. Let us suppose, further, that the items 
brought back consist of the following: 

Checks against individual demand deposit accounts. . . . $5,500,000 


Checks against bankers^ balances 730,000 

Cashier^s checks 10,000 

Certified checks 60,000 

Acceptances 200,000 


$6,500,000 

After these items have been charged to the proper accounts 
the figures for the items affected become the following: 

Lawful reserve $5,291,^2 Acceptances $ 1,117,425 

Exchanges for clearing. . . 000 Cashier’s checks 100,098 

Certified checks 158,104 

Due to banks 10,794,512 

Individual demand 
deposits 47,150,941 

Since all the available items were sent to the clearing house 
that account temporarily stands at zero. During the remainder 
of the day, however, deposits will be coming in, and many of 
the items thus received will be drawn on other clearing house 
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banks. By the close of business it will once again have achieved 
considerable proportions. It is thus evident that whatever the 
figure for ‘‘Exchanges for clearing^^ on a bank statement it always 
represents the total of the items received during the one day 
after the hour for clearing.^ 

M. FORM OF THE STATEMENT 
1. The Uncondensed Form 

The remark was made at the beginning of this chapter that 
the statement which we have been studying was chosen because 
of the fact that it happens to be in somewhat more detailed 
form than is true of most statements which are published. The 
degree of detail is dependent upon the immediate purpose for 
which the statement is prepared. If it is for the use of the 
board of directors or if it is in compliance with a call from the 
Comptroller of the Currency for a statement of condition it needs 
to be prepared in uncondensed form. An example of this uncon- 
densed form is shown in the statement for the National Bank 
of Commerce of New York City given on pages 280 and 281. 

The necessity for such detailed information in the case of the 
Comptroller of the Currency and heads of state banking de- 
partments is readily apparent. We have seen that both national 
and state governments attempt to supervise in a general way 
the operation of banks. Restrictions are imposed by legislation 
and it is the duty of the Comptroller of the Currency for national 
banks and of the heads of the state banking departments for 
state banks to see that the laws are obeyed. Upon these super- 
vising agencies also devolves the task of detecting and elim- 
inating unsound practices in individual banks. The intelligent 
administration of their duties by these supervising agencies leads 
in most cases to the correction of evil tendencies before the sol- 
vency of the bank is seriously impaired. In the carrying out of 
their duties in this respect examiners are sent into each bank 
and make a fairly complete audit at least once each year. But 
in addition to this it seems wise and reasonable to require sev- 
eral times each year detailed statements such as that shown in 
the balance sheet of the National Bank of Commerce. 

* In appendix A practice material is supplied for the student who wishes 
to test his f^rasp of the material contained in this chapter. 
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2. The Condensed Statement 

But for the general public statements in such complete form 
are not only unnecessary but may be actually confusing to many 
individuals. Certainly the salient features fail to stand out. 
For publication in newspapers and financial magazines the data 
are condensed in such fashion that the more important facts 
can be ascertained at a glance. The accompanying statement of 
the National Bank of Commerce in New York is a good example 
of this condensed type of statement. 

NATIONAL BANK OF COMMERCE IN NEW YORK 
Statement of Condition, December 31, 1927 


Resources 

Loans and discounts $415,020,956.74 

United States securities 60,402,307.87 

Other bonds and securities 19,047,487.48 

Stock of federal reserve bank 1,950,000.00 

Banking house 4,000,000.00 

Cash in vault and in federal reserv e bank 50,069,646.17 

Due from banks and bankers 148,886,839.73 

Interest accrued 1,823,631.87 

Customers* liability under acceptances 52,135,376 34 

$753,336,246.20 

Liabilities 

Capital $ 25,000,000 .OO 

Surplus 40,000,000.00 

Undivided profits 4,438,544.22 

Reg. div. payable Jan. 3, 1928 $1,000,000.00 

Extra div. payable Jan. 3, 1928 500,000.00 1,500,000.00 

Deposits 537,262,387.15 

Bills payable 40,000,000.00 

Reserved for interest, taxes and other purposes 6,429,550.94 

Unearned discount 839,836.23 

Liability as acceptor, endorser or maker on acceptances 

and foreign bills 97,865,927.66 


$753,336,246.20 

The reader will note that this statement is as of the same date 
and for the same bank as the one given above in uncondensed 
form. Both are intended to give information concerning the 
condition of the bank on the same day. Both cover the same 
assets and the same liabilities. But the classification of items 
on the two statements differs materially. Instead of seventeen 
different asset items as in the uncondensed form we have here 
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only nine, and there is a similar decrease in the number of items 
on the liabilities side. Yet important items stand out clearly. 
Total loans and discounts, total investments, cash in vault, and 
due from federal reserve bank, the total deposits of all classes 
brought together and shown as one item, total amount borrowed 
— all these are extremely important classifications and in the 
condensed form they are not obscured by a mass of details of no 
interest to the casual reader. 

3. The Non-Technical Form 

But the casual reader of newspapers and magazines frequently 
has no knowledge of accounting forms and technique, and to such 
the tabular form in which both the preceding statements are 
constructed is in itself apt to be confusing. On this account a 

THE CORN EXCHANGE RANK, NEW YORK 
Statement of October 1, 1927 


The bank owes to depositors $249,246,363.74 

A conservative banker always has this indebtedness in 
mind, and he arranges his assets so as to be able to meet 
any request for payment. 

For this purpose we have: 

I. Cash 40,267,448.46 

(Gold, bank notes and specie) and with legal de- 
positories returnable on demand. 

II. Checks on other banks 32,370,445.65 

Payable in one day. 

III. U. S. Government securities 46,271,078.78 

IV. Loans to individuals and corporations 37,773,550 59 

Payable when we ask for it; secured by collateral 
of greater value than the loans. 

V. Bonds 44,799,023.14 

Of railroads and other corporations, of first quality 
and easily salable. 

VI. Loans 49,372,506.76 

Payable in less than three months, on the average ; 
largely secured by collateral. 

VII. Bonds and mortgages 17,328,313.97 

VIII. Banking houses 8,578,013.23 

All located in New York City. 

Total to meet indebtedness $276,760,380.58 

IX. This leaves a capital and surplus of $ 27,514,016.84 

Which is a guarantee fund upon which we solicit 
new deposits and retain those which have been 
lodged with us for many years. 
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few banks now publish their condensed statements in non-tech- 
nical form. The Corn Exchange Bank of New York City was 
a pioneer in this movement and one of the statements typical of 
the sort it publishes is given on the preceding page. 

Even the most uninitiated can scarcely fail to comprehend 
the outstanding factors in the condition of this bank on that 
particular date. And for the sound, well-managed bank the 
giving of information concerning its affairs in a form simple 
enough for the man on the street to understand is a good method 
for building up confidence in its stability and reliability.^ 

SELECTED REFERENCES 

Wiu.18 and Edwards, Banking and Business (1925), Chapter XII. 

W. A. Scott, Money and Banking (1926), Chapter XL 
Dewbt and Shugrub, Banking and Credit, Chai)tcr IX. 

H. G. Moulton, Financial Organization of Society, Chapter XXII. 

* Additional examples of these and other statement forms will be found in 
Appendix B. 
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APPENDIX A 

BANK STATEMENT PROBLEMS 

I 

BLANK NATIONAL BANK, BOSTON, MASS. 
(000 omitted) 


Resources 


1. Loans and discounts... $110,480 

2. Overdrafts 12 

3. U. S. bonds to secure 

circulation 1,000 

4. Other bonds 8,500 

5. Customers’ liability on 

letters of credit and 
acceptances 8,690 

6. Redemption fund with 

U. S. Treasurer 50 

'/. Accrued interest 88 

8. Due from banks other 

than fed. res bank... 1,140 

9. Due from fed. res. bank 11,000 

10. Exchange for clearing.. 2,520 

11. Cash 2,860 


$146,340 


Liabilities 


12. Capital Stock $ 5,000 

13. Surplus 5,000 

14. Undivided profits 3,500 

15. Circulation 1,000 

16. Bills payable 10,500 

17. Reserve for taxes 350 

18. Acceptances 3,275 

19. Letters of credit 5,650 

20. Unearned discount .... 516 

21. Certified checks 324 

22. Cashiers’ checks 425 

23. Due to banks 32,983 

24. Individual deposits 77,817 


$146,340 


a. Compute the reserve requirements for this bank? 

b. Among the Resources it will be noted that there appears no men- 
tion of a bank building, nor furniture and equipment. The building 
might be rented, but is it likely that a bank of this si/o would own 
none of its furniture and equipment? What is the explanation? 

c. Distinguish between item 8 and item 10. 

d. What items would you include under the heading “Earning assets”? 

e. Reconstruct the statement, assuming the following transactions to 
take place. 

(a) Receive checks on Blank National Bank for 2,160,000 in pay- 
ment of an equivalent amount of discounted notes that have 
matured. 

(b) For the same purpose receive checks for 1,250,000 drawn on 
other banks which are members of the clearing house. 

287 



288 


APPENDIX A 


(c) Discount additional notes to the extent of 1,000,000, the dis- 
count amounting to $25,000. 

(d) Receive additional primary deposits of $620,000 as follows: 


Cash 60,000 

Checks on out of town banks 190,000 

Checks on clearing house banks 370,000 


(e) Send all available items to clearing house, and receive from 
the clearing house a total of $2,000,000 more than we sent, 
f. Compute the reserve now required. 


II 

THIRD NATIONAL BANK, KANSAS CITY 
(000 omitted) 


Resources 


Liabilities 


Loans and discounts 

$50,975 

Capital Stock 

. $ 3,000 

Overdrafts 

10 

Surplus 

. 2,000 

U. S. bonds to secure circu- 


Undivided profits 

. 2,500 

lation 

500 

Circulation 

500 

Other bonds 

6,115 

Reserve for taxes 

220 

Customers' liability a/c ac- 


Bills payable 

. 2,000 

ccptances and letters of 


Rediscounts at fed. res. . 

515 

credit 

3,375 

Acceptances 

. 1,250 

Redemption fund with U. S. 


Letters of credit 

2,125 

Treasurer 

25 

Unearned discount 

325 

Accrued interest 

65 

Certified chocks 

700 

Stock of fed. res. bank 

150 

Cashiers chocks 

160 

Fed. res. bank reserve acet.. 

4,810 

Due to banks 

10,110 

Reserve collection acet 

450 

Individual deposits 

44,870 

Due from banks 

850 



Exchanges for clearing .... 

1,635 



Cash 

1,315 




$70,275 


$70,275 


a. Compute the required legal reserve. 

b. Reconstruct the statement after giving effect to the following 

transactions (in thousands of dollars) 

(a) Rec’d additional primary deposits as follows: 


Currency $ 50 

Checks on clearing house banks 240 

Checks on out of town banks 60 

Checks on ourselves 40 

(b) Loans amounting to $120, with accrued interest of $10 mature 
today. Payment is received as follows: 

Currency $ 1 

Checks on clearing house banks 60 

Checks on ourselves 69 
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(c) Notes discounted for our customers amounting to $410 ma- 
ture today and are paid as follows: 

Currency $ 10 

Checks on clearing house banks 150 

Checks on ourselves 250 


(d) Certify checks to the amount of $210. 

(e) Issue cashier’s check for $2 in payment of additional adding 
machines. 

(f) Cash checks over window as follows: 


On ourselves $19.5 

On clearing house banks 4.8 

On out of town banks 7 


(g) Acceptances maturing today amount to $100. Customers’ 
accounts are charged for this amount. 

(h) Of these acceptances $30 are presented directly to us for 
payment, for which wc issue our check on the federal reserve 
bank. The other $130 of thase acceptances come back to us 
through the clearing house today and are included in the 
next item. 

(i) Send all available items to the clearing house and bring back 
$1,000 more than we sent. Included in the items rec’d from 
the clearing house, in addition to the $130 in acceptances 
mentioned in No. 8, were certified checks for $220, and 
cashiers’ checks of $70. 

(j) Of the total in the ^Tederal reserve bank — Collection ac- 
count,” $100 becomes available for reserve today. 

(k) Discount notes for customers amounting to $1,600, discount 

$ 20 . 

(l) Included in the following additional deposits is cover for all 


the overdrafts now on the books: 

Currency $ 33 

Checks on clearing house banks 187 

Checks on out of town banks 90 

Checks on our.seivcs 42 


(m) Receive from a customer for whom we have made accept- 
ances a check on a New York bank for $100 to provide cover 
for acceptances outstanding which mature tomorrow. 

(n) Issue letters of credit amounting to $150. 

(o) Directors meet today and declare the usual quarterly divi- 
dend of 4 %, payable the 15th of next month. In addi- 
tion they transfer $1,000 from ^‘Undivided profits” to “Sur- 
plus.” 

(p) Make the additional purchase of federal reserve bank stock 
necessitated by the increase in “Surplus,” making payment 
therefor by our check on the federal reserve bank. 

(q) Accrued interest earned today on all outstanding loans, $3, 
discounts earned today on all outstanding discounts, $8. 
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(r) Ship $100 in currency to various nearby correspondent non- 
member banks. 

(s) Discount our own note at the federal reserve bank for $1,500, 
and have the proceeds credited to our reserve account (dis- 
count amounts to $1). 

(t) Compute the excess reserve. 
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FORMS OF BANK STATEMENTS 


LARGE CITY BANK STATEMENTS 
(Condensed) 


I 

PHILADELPHIA NATIONAL BANK 
June 30, 1925 
(000 omitted) 

Resources Liabilities 


U. S. bonds and certificates 

of indebtedness I 1,826 

Loans, discounts and in- 
vestments 98,091 

Accd. int. receivable 170 

Customers’ liability on let- 
ters of credit and accept- 
ances 6,122 

Due from banks 22,054 

Exchanges for clearing . . . 9,280 

Cash and reserves 16,666 


$154,209 


Capital Stock $ 5,000 

Surplus and und. profits. . . 12,017 

Dividend (quarterly) .... 250 

Unearned discount 598 

Reserve for taxes and int.. 241 

Letters of credit and ac- 
ceptances 6,451 

Foreign acceptances sold.. 90 

Customers’ foreign balances 221 

Deiiosits 129,342 


$154,209 


II 

THE NATIONAL PARK BANK OF NEW YORK 
Statement of Condition at Close of Business, Febniary 28, 1928 


Resources 

Loans and discounts. .$142,606,554.44 
U. S. Govt, bonds and 

notes 30,132,491 80 

State, city, and county 

obligations 14,909,818 51 

Federal res. bank stock 900,000.00 
Other bonds and se- 
curities 4,697,546 20 

Banking house 3,937,394 41 

Cash and Due from 

banks 36,312,184.24 

Customers’ liability ac- 
count of acceptances 
and letters of credit 7,948,500.45 
Interest earned but not 
collected 


Liabilities 

Capital $ 10,000,000 00 

Surplus and undivided 

profits 25,282,600 78 

Discount collected but 

not earned 904,285.00 

Reserve for taxes and 

interest 582,021.46 

Circulation 4,739,000 00 

Bills payable 16,200,000.00 

Acceptances and for- 
eign bills 15,461,460.19 

Deposits 169,144,463.25 


869,34063 

$242,313,830.68 


$242,313,830.68 
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III 


CONTINENTAL AND COMMERCIAL NATIONAL BANK, 
CHICAGO, ILI.. 

June 30, 1925 

(000 omitted) 


Resources 


Time loans $127,645 

Demand loans 129,987 

Acceptances 4,962 

Bonds, securities, etc. 23,402 

$285,990 

U. S. bonds and Treasury 
notes 

39,698 

Stock of fed. res. bank 

1,200 

Bank premises (equity) . . . 

7,900 

Customers’ liability on 
letters of credit 

6,807 

on acceptances 

1,445 

Overdrafts 

55 

Cash and due from banks.. 

128,787 

$471,889 


Liabilities 

Ciipital Stock S 25,000 

8un)lus 15,000 

UndividcMl profits 6,066 

Reserve for taxes 1,685 

Circulation 50 

Lc'ttcrs of credit 8,117 

Acceptances 1,600 

Deposits : 

Individual $252,321 

Bank 162,050 414,371 


$471,889 


IV 

PEOPLES STATE BANK, DETROIT, MICH. 
June 30, 1925 
(000 omitted) 


Resources 

Loans and discounts. $47, 231 

R. E. mortgages 39,896 

Bonds 13,079 

U. S. securities 33,036 

^$133,241 


Stock in fed. res. bank 450 

Banking premises 2,250 

Other real estate 21 


Customers^ liability on let- 
ters of credit, acceptances 

and travelers’ checks 1,713 

Cash and due from banks. . 25,642 

$163,317 


Liabilities 


Capital Stock $ 

5,000 

Surplus 

10,000 

Undivided profits 

1,077 

Acceptances, letters of 


credit, travelers’ checks. . . 

2,134 

Bills payable at fed. res. (se- 


cured by U. S. Govt, ob- 


ligations) 

3,500 


Commercial deposits. .71,613 

Bank deposits 8,273 

Savings deposits 61,720 


141,606 

$163,317 
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I 

FIRST NATIONAL BANK OF BOSTON 
May 4, 1920 
Resources 


Loans and discounts, including rediscounts 
(except those shown in two following 

items) 772, 997.03 

Acceptances of other hanks discounted. . . . 12,104,317.11 

Customers’ liability account of acceplniiccs 
of this bank purchased or discounted by 
it «32, 200.93 


$105,770,114.67 

Deduct : 

Notes and bills rediscounted with 
federal reserve bank (other than 
bank acceptances sold) (see first 

item under Total liabilities) $ 12,385,859.35 

Acceptances of otlier banks pa.Viible at 
future date, guaranteed by this bank 
by indorsement or otherwise (sec 
second item under Total liabilities) 12,157,759.56 
Foreign bills of exchange or drafts sold 
with indorsement of this bank, not 
shown under second preceding item (sec 
third item under Total liabilities) 1,010,701.60 


29,9.94,320.51 


Overdrafts, unsecured 

Customers’ liability account of “Acceptances” executed by 
this bank and by other banks for account of this bank. 


and now outstanding 

U. S. Covernment securities owned : 

Deposited to secure circulation (U. S. 

bonds par value) 500,(X)0.00 

Pledged to secure U. S. deposits (par 

value) 90,0(X).00 

Pledged to secure postal savings de- 
posits (par value) .900,000.00 

Owned and unpledged 4,173,033.22 

War Savings (Certificates and Thrift 

Stamps actually owned 369.11 

Deposited with trust department in 
accordance with provisions of Sec. 

11-K, Federal Reserve Act 68,000.00 


$140,219,794.16 

11,536.74 


23,943,527.81 


Other bonds, securities, etc. : 

Securities other than U. S. bonds 
(not including stocks), owned and 

unpledged $ 9,809,694.85 

Collateral trust and other notes of 
corporations issued for not less than 
one year nor more than three years' 
time 890,699.19 


5,291,402.33 


{Bee next page) 


6,700,393.84 
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FIRST NATIONAL BANK OF BOSTON, Cont’d 
Resources^ Cont’d 


Stocks, other than federal reserve bank stock $ 2,175,400.00 

Stock of federal reserve bank (50 per cent, of subscrip- 
tion) 7(55,000.00 

Value of bank! UK house, owned and unin- 
cumbered $ 1,500,000.00 

Payment on site for new bank building.. . 1,000,5()3.37 


3,4(50,503.37 

Lawful reserve with federal reserve bank 14,401,044.30 

Items with federal reserve bank in proet*ss of collection 

(not available as reserve) 0.040,30315 

Cash in vault and net amounts due from national banks. . 0,777,008.83 

Net amounts due from banks, bankers and trust companies 
in the Tnited States (other than included in three pre- 
ceding items) 2,800,827.00 

Exchanges for clearing house 5,033,002.45 

Total, four preceding items, $28,400,027.33 
Checks on banks located outside of city or town of report- 
ing bank and other cash items 450,152.14 

Redemption fund with V, S. Trea.surer and due from U. S. 

Treasurer 00,000.00 

Interest earned but not collected — approximate — on notes 

and bills receivable not past due 242,700.78 

Due from Buenos Aires Branch, Argentina, S. A., and 
foreign bunks and bankers 0,000,552.32 


Total $233,133,003.02 


Liabilities 


Capital stock paid in 

Surplus fund 

Undivided profits $ 3,242,087.80 

Less current expenses, interest and taxes 
paid 402,421.57 


$ 15,000,000.00 
18,000,000.00 


2,740,600.32 

Interest and discount collected or credited in advance of 


maturity and not earned (approximate) 1,294,001.27 

Amount reserved for taxes accrued 724,307.83 

Amount reserved for all interest accrued 61,577,81 

Circulating notes outstanding 403,000.(K) 

Net amounts due to national banks 16,395,500.00 

Net amounts due to banks, bankers and trust companies 
in the United States and foreign countries (other than 

included in preceding item) 18,448,317.44 

Certified checks outstanding 1,090,897.21 

Cashier’s checks on own bank outstanding 368,510.25 

Total of four preceding items, $36,303,315.80, 

{See next page) 
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FIRST NATIONAL BANK OF BOSTON, Cont’d 
LiahilitieSy Cont’d 


Demand deposits (other than bank deposits) subject to 
reserve (deposits payable within 30 days) : 

Individual deposits subject to clieck $117,500,395.85 

Certificates of deposit due in less than 30 days (other 

than for money borrowed) 5,799,107.78 

Dividends unpaid 2,89(>.00 


Total of (iemand deposits (other than bank de- 
posits) sul)j(‘ct to reserve three preeedinK items, 
$123,3(W,459.()3. 

Time deposits subject to reserve (payable after 30 days, or 
subject to 30 days or more notice, and postal savinjfs) : 
Certificates of deposit (other than for money bor- 


rowed ) 951 ,002.25 

Postal savings deposits 444,173.70 

Other time deiiosits 3,507,778.23 


Total of time deposits subject to reserve, three pre- 
ceding items, $4,t)03,5.54.18. 

United States dei)osits (other than postal 
savings) : 

War loan deposit account $ 2,218,500.00 

Other T’nited States deposits, includ- 
ing deposits of IT. S. disbursing 
officers 19,055.42 


IT. S. Covernment securities borrowed without furnishing 

collateral security for same 

Bills payable with federal reserve bank 

Letters of credit and travelers’ checks sold for cash and 

outstanding 

“Acceptances” executed by this bank for 

customers $ 22,201,207.00 

“Acceptances” executed by other banks for 
account and under guarantee of this 
bank 3,003,053.75 


2,238,155.42 

1.000,000.09 

2,500,()00.(K) 

03,255.44 


Total $ 25,204.320.75 

Less acceptances of this bank purchased or 
discounted (see third item under Re- 
sources) 832,200.53 


24,432,120.22 


Total $233,133,0(53.92 

Liabilities for rediscounts with federal reserve bank (see 

fourth item under Resources) 12,385,859.35 

Acceptances of other banks payable at future date, guar- 
anteed by this bank by indorsement or otherwise (see 

fifth item under Resources) 12.157,759.50 

Foreign bills of exchange or drafts sold with indorsement 
of this bank, not shown under second preceding item 
(see sixth item under Resources) 1,010,701.(50 


Total contingent liabilities (three preceding items) 
not including second item under Liabilities 


$ 25,554,320.51 
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II 

THE CHASE NATIONAL BANK OP THE CITY OF NEW YORK 
at the close of business on May 4, 1920. 


Resources 

Loans and discounts, including rediscounts .$330,750,201.31 
Acceptances of other banks discounted... 441,449.41 
Customers* liability account of acceptances 
of this bank purchased or discounted 
by it 153,927.31 


Total loans $337,351,578.03 

Deduct : 

Acceptances of other 
banks payable at fu- 
ture date guaranteed 
by this bank, by in- 
dorsement or other- 
wise $14,027,400.48 

Foreign bills of ex- 
change or drafts sold 
with indorsement of 
this bank 5,145,08233 


19,173,142.81 


$318,178,435.22 


Overdrafts, secured, $92,597.85; unsecured, $194.70 92,792.01 

Customers’ liability on account of drafts paid under letters 
of credit, and for which this bank has not been reim- 
bursed 184,214.82 

Customers’ liability account of “acceptances” executed by 
this bank and by other banks for account of this bank, 
and now outstanding 12,074,222.30 


U. S. Government securities owned : 


Deposited to secure circulation (U. S. 

bonds par value) $ 1,100,000.00 

Pledged to secure postal savings de- 
posits (par value) 4,973,343.40 

Pledged as collateral for state or other 

deposits or bills payable 17,350,000.00 

Loaned 2,150,000.00 

Owned and unpledged 933,783.40 

Premium on U. S. bonds 16,488.38 

War Savings Certificates and Thrift 

Stamps actually owned 328.05 

Deposited with state authorities in 
accordance with provisions of Sec. 

11-K, Federal Reserve Act 1,535,000.00 

Pledged as collateral for bills payable 

(borrowed) 13,930,000.00 


Total U. S. Government securities... 

{See newt page) 


$ 41,988,943.23 
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THE CHASE NATIONAL BANK, Cont’d 
Resourcea, Cont’d 


Other bonds, securities, etc. : 

Bonds (other than U. S. bonds) 
pledged to secure U. S. deposits... $ 2,465,638.00 


Bonds (other than U. S. bonds) 
pledged to secure postal savings 

deposits 2,022,908.13 

Bonds and securities (other than U. S. 
securities) pledged as collateral for 
state or other deposits (postal ex- 
cluded) or bills payable 5,552,327.66 

Securities other than U. S. bonds (not 
including stocks) owned and un- 
pledged 26,422.306.51 

Collateral trust and other notes of cor- 
porations issued for not less than 
one year nor more than three years* 
time 2,592,020.05 


Total bonds, securities, etc., other than U. S 

Stocks, other than federal reserve bank stock 

Stock of federal reserve bank (50 per cent, of subscription) 

Lawful reserve with federal reserve bank 

Items with federal reserve bank in process of collection 

(not available as reserve) 

Cash in vault and net amounts due from national banks. . 
Net amounts due from banks, bankers, and trust companies 

in the United States 

Exchanges for clearing house 

Checks on other banks in the same city or town as report- 
ing bank 

Total, $66, OK?, 734.44. 

Cheeks on banks located outside of city or town of report- 
ing bank and other cash items 

Redemption fund with U. S. Treasurer and due from U. S. 

Treasurer 

Interest earned but not collected — approximate — on notes 

and bills receivable not past due 

Other assets 

Total 


LidbiUties 

Capital stock paid in 

Surplus fund 

Undivided profits $ 14,060,415.60 

Less current expenses, interest, and taxes 
paid 2,742,119.71 


$ 30,056,200.25 
1,000,036.00 
750,000.(H) 
38,454,541.45 

6,021,220.61 

7,225,758.84 

10,002,481 .OtI 
40,480,031.78 

2,278,241.25 


1,050,762.84 

326,000.00 

2,004,466.35 

5,107,510.87 


$529,864,760.44 


$ 15,000,000.00 

10,000,000.00 


{See next page) 


12,227.205.80 
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THE CHASE NATIONAL BANK, Cont’d 
Liahilities^ Cont’d 

Interest and discount collected or credited in advance of 

maturity and not earned ( aiiproximatc ) $ 1,40(),507.8() 

Amount reserved for taxes accrued 

Amount reserved for suspense account.... (MKMHMMX) 

Amount reserved for contingent account 1(K),(MK).(K) 

Circulating notes outstanding 1,1(X),()0().00 

NM amounts due to national banks 51,(51 4, 2r»4.r)7 

Net amounts due to banks, bankers, and trust companies in 

the Tnited States and foreign countries 7(1,^21,220.40 

Certified checks outstanding 8,0.50,077.1 Ij 

Cashier’s chocks on own bank outstanding 0,897,102.85 

Total. $14.‘I,080,.555.04. 

Demand deposits (other than bank deposits) subject to 
reserve (deposits payable within 00 days) : 

Individual deposits subject to check 103,882,220.57 

Certificates of deposit due in less than 30 days (other 

than for money borrowed) 12,082, ()50.(M) 

State, county, or other municipal deposits secured by 

pledge of assets of this bank 10,0.51.00 

Dividends unpaid lOO.(K) 

Other demand deposits 1,425,805.00 

Total of demand deposits (other than bank deposits) 
sulijeet to reserve, .$207,401,487.23. 

Time deposits subject to reserve (payable after 30 days, or 
subject to .30 days’ or more notice, and postal savings) : 

Certificates of deposit (other than for money bor- 
rowed ) 251 .000.00 

Postal savings deposits 7,022.470.00 

Other time deposits 8,574,894.(»() 

Total of time deposits subject to reserve, 

.$15,848,304.0(5. 

United States deposits (other than postal savings) : 

War loan deposit account 493,(X)0.00 

U. S. Government Securities borrowed without fur- 
nishing collateral security for same 13,9.30.000.00 

Rills payable with federal resem'e bank 90,200,000.(K) 

Letters of credit and travelers’ checks sold for cash and 

outstanding 1,034,070.()8 

“Acceptances” executed by this bank for 


“Acceptances” executed b.v other banks for 
account and under guarantee of this 
bank 321,498.00 


TjCss acceptances of this bank purchased 
or discounted 153.927.31 


12,725,901.08 

Liabilities other than those above stated 597,9,58.49 


Total $.529,804,700.44 


Acceptances of other banka payable at future date guar- 
anteed by this bank, by indorsement or otherwi.se 14,027.460.48 

Foreign bills of exchange or drafts sold with indorsement 
of this bank 5,145,082.33 


Total contingent liabilities $ 19,173,142.81 
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COUNTRY BANK STATEMENTS 
(Partially Condensed) 


I 

MAHAFFEY NATIONAL BANK 

Dec. 31, 1920 


Resources 


Loans and discounts, including rediscounts $487,931.22 

Overdrafts unsecured 302 38 

Deposited to secure circulation (par value) $50,000.00 

U. S. bonds and certificates of indebtedness pledged 

to secure postal savings deposits y)ar value 2,000.00 

U. S. bonds and certificates of indebtedness owned and 
unpledged 38,222 00 


Total U. S. Government securities 

Bonds other than U. S. bonds pledged to secure postal 

savings deposits $ 4,283 55 

Securities other than U. S. bonds (not including stock) 

owned unpledged 84,786 25 

Total bonds, securities, etc., other than U. S 

Stock of federal reserve bank (50 per cent of subscription) 

Value of banking house, owned unincumber(*d 

Furniture and fixtures 

Lawful reserve with fed('nil reserve bank 

Cash in vault and net amount due from national banks 

Redemption fund with U. S. Treasurer and due from U. S. 
Treasurer 


90,222.00 


89,069 80 

3.000 00 

6.000 00 
3,125 00 

52,978 01 
126,007.84 


2,500 00 


Total 


$861,136 25 


Liabilities 

Capital stock paid in $ 50,000.00 

Surplus fund 50,000.00 

Undivided profits $25,903.24 

Less current expenses, interest, and taxes paid 11,136 37 14,466 87 

Circulating notes outstanding 50,000 00 

Certified checks outstanding 200 00 

Cashier’s checks out>tanding 396.58 

Individual deposits subject to check 328,535 90 

Certificates of deposit due in less than 30 days (other than for 

money borrowed) 24,250.91 

Dividends unpaid 70 00 

Total of demand deposits (other than bank deposit.s) 

subject to reserve 352,856 81 

Postal savings deposits 167.09 

Other time deposits 343,048.90 

Total of time deposits subject to reserve 343,215.99 

Total 


$861,136.25 
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II 

FIRST NATIONAL BANK, ANN ARBOR, MICH. 
February 28, 1928 

Resources 

Loans and discounts, including rediscounts, acceptances of 


other banks, and foreign bills of exchange or drafts sold 

with indorsement of this bank $1,439,002.10 

Overdrafts, unsecured 599.62 

U. S. Government securities owned: 

Deposited to secure circulation $150,000.00 

All other U. S. Government securities 736,298.71 886,298.71 

Other Bonds, Securities, etc., owned 160,144.50 

Furniture and fixtures 6,219.50 

Lawful reserve with Federal reserve bank 149,030 30 

Items with Federal resei*ve bank in process of collection 000.00 

Cash in vault and amount due from national banks. $158, 776.51 
Amount due from State banks, bankers and trust 

companies in the United States 82,475.72 

Exchanges for clearing house 26,164 01 267,416.24 

Miscellaneous cash items 130.50 

Redemption fund with U. S. Treasurer and Due from U. S. 

Treasurer 7,500.00 

’ $2,916,341.47 

Liabilities 

Capital stock paid in $ 150,000.00 

Surplus fund 100,000.00 

Undivided profits $48,136.04 

Less current expenses paid 5,086.74 43,049.30 

Circulating notes outstanding 150,000.00 

Due to State banks, bankers and trust companies. . .$28,903.25 

Certified checks outstanding 75.00 

Cashier’s checks outstanding 3,865.59 

Dividend checks outstanding 2000 32,863.84 

Individual deposits subject to check ..*. $1,520,472.47 

State, county, or other municipal deposits secured 
by pledge of assets of this bank, or surety bond 64,475.54 1,584,948.01 

Savings deposits 855,480 32 

$2,916,341.47 



Ill 

STATE SAVINGS BANK, ANN ARBOR, MICH. 
December 31, 1927 


Resources 

Commercial Savings 

Loans and discounts, viz. 

Secured by collateral I 725,80190 I 149,450.00 

Unsecured 808,200.43 

Items in transit 28,493.04 

Totals $1,562,495 37 I 149,450.00 

Bonds, Mortgages and Securities, viz. 

Real estate mortgages $ 39,475.53 

Municipal bonds in office 

Municipal bonds pledged 10,000.00 

U. S. bonds and certificates of 

indebtedness in office 

U. S. bonds and certificates of in- 
debtedness pledged 

Other bonds 345,361 50 


$1,472,015.81 

717,872.36 


230,750.00 


102,000.00 
209,783 75 

Totals $ 394,837 03 $2,732,421.92 

Reserves, viz. 

Due from federal reserve bank..$ 97,501.56 $ 91,000.00 

Due from banks in reserve cities 15.29894 39,955.14 

Exchanges for clearing house 51,631 05 

Total cash on hand 56,772.54 20,086 58 

Totals $ 221,204 09 $151,041.72 

Combined Accounts, viz. 

Overdrafts 

Banking house 

Furniture and fixtures 

Other real estate 

Outside checks, revenue stamps and other cash items 

Stock of federal reserve bank 


Total 

Liabilities 

Capital stock paid in 

Surplus fund 

Undivided profits, net 

Dividends unpaid 

Commercial deposits, viz. 


Commercial deposits subject to check $1,329,438.07 

Certified checks 7,348.25 

Cashier’s checks 23,14561 

Due to other banks and bankers 21,506 16 

State moneys on deposit 35,000 00 

Postal savings deposits 3,884.18 

Total $1,420,322.27 

Savings Deposits, viz. 

Book accounts subject to Savings By-Laws. . $2,837,712.42 

Certificates of deposit — subject to Savings 

By-Laws 183,068.05 

Totals $3;0^780.47 

Bills payable 

Total 


$1,711,94637 


$3,127,258.95 


$ 372,245.81 

$ 1,350.91 

75.00000 
16,000.00 

12.125.00 
1,695.21 

21 , 000.00 

$5,338,621.25 

$ 400,000.00 
300,000.00 
65,51851 
32,000.00 


$1,420,322.27 


$3,020,780.47 
$ 100,000.00 
$5,338,621.25 
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COMPARATIVE STATEMENT 


BANK OF CHARLESTON 


National Banking Association 
(Condensed from Reports to Comptroller of the Currency) 


Loans and discounts 

Acceptances of other banks 

Overdrafts 

U. S. bonds to secure circulation 
U. S. and other bonds and secur- 
ities 

Stock in federal reserve bank. . 
Banking house furniture and fix- 
tures 

Due from reserve agents or fed- 
eral reserve bank 

Cash in vault and due from na- 
tional banks 

Due from banks and bankers 

other than above 

Items with federal reserve bank 

in process of collection 

Balances abroad 

Exchanges for c tearing house . . . 
Redemption fund and due from 

U. S. Treasurer 

Interest earned but not collected 
Acceptances 


Resources 


Fvb. 4, 1913 
$2,048,612.30 

14,445.17 

3(K),(R)0.00 

Feb. 28, 1920 
$ 5,770,578.58 

350.000. 00 
21,038.02 

500.000. 00 

338,352.38 

4,443,114.40 

30,(X)0.00 

10,000.00 

10,000.00 

275,200.62 

304,6(«.13 

431,472.25 

686,500.13 

161,745.71 

1,145,.557.66 

02,286.58 

113,713.42 

10,003.36 

83,471.56 

15,002.50 

25,002.50 

12,602.16 

425,000.00 

$4,587,216.60 

$14,031,240.01 


Liabilities 


Feb 4, 11)1.3 

Capital stock paid in $ 

Surplus fund 300,(XK).00 

Undivided profits, less expenses 

and taxes paid 84,833.37 

Interest and discount collected 

but not earned 55,0(X).00 

Reserve for taxe.s accrued 

Circulation outstanding 300,000.00 


Due federal reserve bank account 

of collections 

Due banks and 

bankers $ 880,022.40 

Dividends unpaid . 15,037.50 

Individual deposits 

subject to check. 1,023,350.40 


Certificates of de- 
posit 117,290.80 

Cashiers’ checks . . 

Certified checks . . 21,220.25 

Postal savings de- 
posits 1 ,080.83 


Savings deposits . . 1,171,2.50.00 


$2,224,078.20 

24,055.50 


2,708,005.01 


501,028.52 

0,074.23 

7,057.51 


20,277.20 

2.307,018.31 


Feb. 28, 1920 1 
$ 1,000,000.00 
000 , 000.00 

250,300.34 

110,000.00 

05,000.00 

493,200.00 

40,108.94 


Total deposits $3,231,083.23 $ 7,800,3.54.03 

Special deposit Liberty Bonds . . 200,000.00 

Acceptances 425,000.00 

Acceptances of other banks sold 

with our endorsement 350,000.00 

Notes and bills rediscounted.... 116,300.00 161,000.00 

Bills payable and rediscounts 
with federal reserve bank se- 
cured by Liberty Bonds 2,422,130.00 


$4,587,216.60 $14,031,240.01 

* This statement changed to show $500,000.00 of new capital paid in on 
March 1, 1020, and $100,(XX).00 transferred from undivided profits to surplus 
on March 2, 1020. 
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EXPLANATORY BANK STATEMENT 


COLUMBIA TRUST CO. 

June 30, 1920 
Assets 

Cash on hand 

(Gold, otlier coin and currency) 

Cash in hanks and exchanges 

(Our balance with the federal reserve hank and other 
banks, and checks deposited by our customers in process 
of collection) 

Foreign exchange 

(Assured dollar value of our balances abroad, and of our 
holdings of prime foreign bills of exchange after payment 
at maturity) 

U. S. (Tovernment bonds and notes 

(Their market value) 

State and municipal bonds 

(Their market value) 

Short-term securities 

(Our investments in obligations of railroad and indus- 
trial corporations, payable at a near date and readily 
marketable) 

Other bonds and stocks 

(Our investments in readily salable, high grade secur- 
ities; their market value) 

Loans and bills purchased 

(lioans amply secured, and notes of concerns of highest 
standing and linancial rating j 

New York city mortgages 

(We do not loan on real estate located outside of New 
York City) 

Real estate 

(Banking building — lower floors, used for our ])usiness 
— upper floors, rented to the public) 

Customers’ liability on acceptances and commercial letters 

of credit 

(Obligations of our customers to reimburse us for (1) 
commercial drafts accepted by us, payable at a future 
date, (2) engagements to pay or come under acceptance 
on presentation of specified commercial documents cither 
here or abroad) 

Accrjied interest receivable 

(Net interest accrued on loans and investments but not 
yet payable) 


Total 


iScv next page) 


$ l,1Sl,7fi7.7G 
22,540,492.30 

7,074,080.73 

3,070,301.75 

l,40<b029.94 

3,003,212.00 

9,793,425.14 

00,902,071.05 

4,915,130.24 

3,930,937.27 

15,753,025.89 

384,507.00 

$134.742,(K)8.33 
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COLUMBIA TRUST CO.— Cont’d 
Liabilities 

Due depositors 

(Funds deposited with us as follows: 

a ) checking accounts ; 

b ) deposits for a fixed time or on 31 days’ notice ; 

c) for trust or other purposes) 

Mortgage on real estate 

(Mortgage on property recently purchased by this com- 
pany for banking premises) 

Reserve for Taxes 

(Proportionate amount accrued for taxes, figured as 
though now due) 

Acceptances 

(Commercial drafts accepted by us against domestic and 
foreign shipments of merchandise payable at a future 
date) 

Commercial letters of credit 

(Our engagements to pay or come under acceptance on 
presentation of specified commercial documents either 
here or abroad) 

Rediscounts 

(Acceptances sold in the local open market or discounted 
abroad, bearing the endorsement of this comi)any) 

Accrued interest payable 

(Amount set aside to meet interest due on deposits) 

Total 

Leaving capital, surplus and undivided profits 


$103,934,247.65 

116,000.00 

51.5,167.22 

9,096,193.61 

6,656,832.2s 

2,153,630.77 

63,6.59.97 

.$122, .5.3.5, 731. .50 
$ 12,206,876.83 



APPENDIX C 


TEXT OF McFADDEN ACT 

An Act To further amend the national banking laws and the Federal 
Reserve Act, and for other purposes. 

Be it enacted by the Senate and House of Representatives of the 
United States of America in Congress assembled, That the Act entitled 
“An Act to provide for the consolidation of national banking associa- 
tions,'' approved November 7, 1918, be amended by adding at the end 
thereof a new section to read as follows: 

“Sec. 3. That any bank incorporated under the laws of any State, 
or any bank incorporated in the District of Columbia, may be consoli- 
dated with a national banking association located in the same county, 
city, town, or village under the charter of such national banking asso- 
ciation on such terms and conditions as may be lawfully agreed upon 
by a majority of the board of directors of each association or bank 
proposing to consolidate, and which agreement shall be ratified and 
confirmed by the affirmative vote of the shareholders of each such 
association or bank owning at least two-thirds of its capital stock out- 
standing, or by a greater proportion of such capital stock in the case 
of such State bank if the laws of the State where the same is organized 
so require, at a meeting to be held on the call of the directors after 
publishing notice of the time, place, and object of the meeting for four 
consecutive weeks in some newspaper of general circulation published 
in the place where the said association or bank is situated, and in the 
legal newspaper for the publication of legal notices or advertisements, 
if any such paper has been designated by the rules of a court in the 
county where such association or bank is situated, and if no newspaper 
is published in the place, then in a paper of general circulation pub- 
lished nearest thereto, unless such notice of meeting is waived in writing 
by all stockholders of any such association or bank, and after sending 
such notice to each shareholder of record by registered mail at least 
ten days prior to said meeting, but any additional notice shall be given 
to the shareholders of such State bank which may be required by the 
laws of the State where the same is organized. The capital stock of such 
consolidated association shall not be less than that required under 
existing law for the organization of a national banking association in the 
place in which such consolidated association is located; and all the 
rights, franchises, and interests of such State or District bank so con- 
solidated with a national banking association in and to every species 
of property, real, personal, and mixed, and choses in action thereto 
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belonging, shall be deemed to be transferred to and vested in such 
national banking association into which it is consolidated without any 
deed or other transfer, and the said consolidated national banking asso- 
ciation shall hold and enjoy the same and all rights of property, fran- 
chises, and interests including the right of succession as trustee, executor, 
or in any other fiduciary capacity in the same manner and to the same 
extent as was held and enjoyed by such State or District bank so 
consolidated with such national banking association. When such con- 
solidation shall have been effected and approved by the Comptroller 
any shareholder of either the association or of the State or District 
bank so consolidated, who has not voted for such consolidation, may 
give notice to the directors of the consolidated association within twenty 
days from the date of the certificate of approval of the Comptroller 
that he dissents from the plan of consolidation as adopted and approved, 
whereupon he shall be entitled to receive the value of the shares so held 
by him, to be ascertained by an appraisal made by a committee of 
three persons, one to be selected by the shareholder, one by the direc- 
tors of the consolidated association, and the third by the two so chosen; 
and in case the value so fixed shall not be satisfactory to such share- 
holder he may within five days after being notified of the appraisal 
appeal to the Comptroller of the Currency, who shall cause a reappraisal 
to be made, which shall be final and binding; and the consolidated 
association shall pay the expenses of reappraisal, and the value as ascer- 
tained by such appraisal or reappraisal shall be deemed to be a debt 
due and shall be forthwith paid to said shareholder by said consolidated 
association, and the shares so paid for shall be surrendered and, after 
due notice, sold at public auction within thirty days after the final 
appraisement provided for in this Act; and if the shares so sold at 
public auction shall be sold at a price greater than the final appraised 
value, the excess in such sale price shall be paid to the said share- 
holder; and the consolidated association shall have the right to purchase 
such shares at public auction, if it is the highest bidder therefor, for 
the purpose of reselling such shares within thirty days thereafter to 
such person or persons and at such price as its board of directors by 
resolution may determine. The liquidation of such shares of stock in 
any State bank shall be determined in the manner prescribed by the 
law of the State in such cases if such provision is made in the State 
laAv; otherwise as hereinbefore provided. No such consolidation shall 
be in contravention of the law of the State under which such bank is 
incorporated. 

^The words 'State bank,^ 'State banks,' 'bank,' or 'banks,' as used in 
this section, shall be held to include trust companies, savings banks, or 
other such corporations or institutions carrying on the banking business 
under the authority of State laws." 

See. 2. (a) That section 5136 of the Revised Statutes of the United 
States, subsection "second" thereof as amended, be amended to read as 
follows: 
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''Second. To have succession from the date of the approval of this 
Act, or from the date of its organization if organized after such date 
of approval until such time as it be dissolved by the act of its share- 
holders owning two-thirds of its stock, or until its franchise becomes 
forfeited by reason of violation of law, or until terminated by either 
a general or a special Act of Congress or until its affairs be placed in 
the hands of a receiver and finally wound up by him.” 

(b) That section 5136 of the Revised Statutes of the United States, 
subsection "seventh” thereof, be further amended by adding at the end 
of the first paragraph thereof the following: 

^^Providedf That the business of buying and selling investment securi- 
ties shall hereafter be limited to buying and selling without recourse 
marketable obligations evidencing indebtedness of any person, copart- 
nership, association, or corporation, in the form of bonds, notes and/or 
debentures, commonly known as investment securities, under such 
further definition of the term 'investment securities’ as may by regu- 
lation be prescribed by the Comptroller of the Currency, and the total 
amount of such investment securities of any one obligor or maker held 
by such association shall at no time exceed 25 per centum of the amount 
of the capital stock of such association actually paid in and unimpaired 
and 25 per centum of its unimpaired surplus fund, but this limitation 
as to total amount shall not apply to obligations of the United States, 
or general obligations of any State or of any political subdivision 
thereof, or obligations issued under authority of the Federal Farm Loan 
Act: And provided further, Thet in carrying on the business com- 
monly known as the safe-deposit business no such association shall 
invest in the capital stock of a corporation organized under the law 
of any State to conduct a safe-deposit business in an amount in excess 
of 15 per centum of the capital stock of such association actually paid 
in and unimpaired and 15 per centum of its unimpaired surplus,” so 
that the subsection as amended shall read as follows: 

“Seventh. To exercise by it« board of directors, or duly authorized 
officers or agents, subject to law, all such incidental powers as shall 
be necessary to carry on the business of banking; by discounting and 
negotiating promissory notes, drafts, bills of exchange, and other evi- 
dences of debt; by receiving deposits; by buying and selling exchange, 
coin, and bullion; by loaning money on personal security; and by ob- 
taining, issuing, and circulating notes according to the provisions of 
this title: Provided, That the business of buying and selling investment 
securities shall hereafter be limited to buying and selling without re- 
course marketable obligations evidencing indebtedness of any person, 
copartnership, association, or corporation, in the form of bonds, notes 
and/or debentures, commonly known as investment securities, under 
such further definition of the term 'investment securities’ as may by 
regulation be prescribed by the Comptroller of the Currency, and the 
total amount of such investment securities of any one obligor or maker 
held by such association shall at no time exceed 25 per centum of the 
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amount of the capital stock of such association actually paid in and 
unimpaired and 25 per centum of its unimpaired surplus fund, but 
this limitation as to total amount shall not apply to obligations of the 
United States, or general obligations of any State or of any political 
subdivision thereof, or obligations issued under authority of the Federal 
Farm Loan Act: And provided further, That in carrying on the busi- 
ness commonly known as the safe deposit business no such association 
shall invest in the capital stock of a corporation organized under the 
law of any State to conduct a safe deposit business in an amount in 
excess of 15 per centum of the capital stock of such association actually 
paid in and unimpaired and 15 per centum of its unimpaired surplus. 

“But no association shall transact any business except such as is 
incidental and necessarily preliminary to its organization, until it has 
been authorized by the Comptroller of the Currency to commence the 
business of banking.” 

Sec. 3. That section 5137 of the Revised Statutes of the United 
States, subsection “First” thereof, be amended to read as follows: 

“First. Such as shall be necessary for its accommodation in the 
transaction of its business.” 

Sec. 4. That section 5138 of the Revised Statutes of the United 
States, as amended, be amended to read as follows : 

“Sec. 5138. No national banking association shall be organized with 
a less capital than $100,000, except that such associations with a capital 
of not less than $50,000 may, with the approval of the Secretary of 
the Treasury, be organized in any place the population of which does 
not exceed six thousand inhabitants, and except that such associations 
with a capital of not less than $25,000 may, with the sanction of the 
Secretary of the Treasury, be organized in any place the population of 
which does not exceed thrj^ thousand inhabitants. No such associa- 
tion shall be organized in a city the population of which exceeds fifty 
thousand persons with a capital of less than $200,000, except that in the 
outlying districts of such a city where the State laws permit the or- 
ganization of State banks with a capital of $100,000 or less, national 
banking associations now organized or hereafter organized may, with 
the approval of the Comptroller of the Currency, have a capital of not 
less than $100,000.” 

Sec. 5. That section 5142 of the Revised Statutes of the United 
States, as amended, be amended to read as follows: 

“Sec. 5142. Any national banking association may, with the ap- 
proval of the Comptroller of the Currency, and by a vote of share- 
holders owning two-thirds of the stock of such associations, increase 
its capital stock to any sum approved by the said Comptroller, but no 
increase in capital shall be valid until the whole amount of such in- 
crease is paid in and notice thereof, duly acknowledged before a notary 
public by the president, vice-president, or cashier of said association, 
has been transmitted to the Comptroller of the Currency and his 
certificate obtained specifying the amount of such increase in capital 
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stock and his approval thereof, and that it has been duly paid in as 
part of the capital of such association: Provided, however, That a 
national banking association may, with the approval of the Comptroller 
of the Currency, and by the vote of shareholders owning two-thirds of 
the stock of such association, increase its capital stock by the declara- 
tion of a stock dividend, provided that the surplus of said association, 
after the approval of the increase shall be at least equal to 20 per 
centum of the capital stock as increased. Such increase shall not be 
effective until a certificate certifying to such declaration of dividend, 
signed by the president, vice-president, or cashier of said association 
and duly acknowledged before a notary public, shall have been for- 
warded to the Comptroller of the Currency and his certificate obtained 
specifying the amount of such increase of capital stock by stock divi- 
dend, and his approval thereof.” 

Sec. 6. That section 5150 of the Revised Statutes of the United 
States be amended to read as follows: 

^'Sec. 5150. The president of the bank shall be a member of the 
board and shall be the chairman thereof, but the board may designate 
a director in lieu of the president to be chairman of the board, who 
shall perform such duties as may be designated by the board.” 

Sec. 7, That section 5155 of the Revised Statutes of the United 
States be amended to read as follows: 

“Sec. 5155. The conditions upon which a national banking associa- 
tion may retain or establish and operate a branch or branches are the 
following: 

^^(a) A national banking association may retain and operate such 
branch or branches as it may have in lawful operation at the date of 
the approval of this Act, and any national banking association w’hich 
has continuously maintained and operated not more than one branch 
for a period of more than twenty-five years immediately preceding 
the approval of this Act may continue to maintain and operate such 
branch. 

‘^(b) If a State bank is hereafter converted into or consolidated with 
a national banking association, or if tw’O or more national banking 
associations are consolidated, such converted or consolidated associa- 
tion may, with respect to any of such banks, retain and operate any 
of their branches w^hich may have been in lawful operation by any 
bank at the date of the approval of the Act. 

'^(c) A national banking association may, after the date of the ap- 
proval of this Act, establish and operate new branches within the limits 
of the city, town, or village in which said association is situated if such 
establishment and operation are at the time permitted to State banks 
by the law of the State in question. 

“(d) No branch shall be established after the date of the approval 
of this Act within the limits of any city, town, or village of winch the 
population by the last decennial Census w\as less than tw''enty-five 
thousand. No more than one such branch may be thus established 
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where the population, so determined, of such municipal unit does not 
exceed fifty thousand; and not more than two such branches where 
the population docs not exceed one hundred thousand. In any such 
municipal unit where the population exceeds one hundred thousand 
the determination of the number of branches shall be within the dis- 
cretion of the Comptroller of the Currency. 

'"(e) No branch of any national banking association shall be estab- 
lished or moved from one location to another without first obtaining 
the consent and approval of the Comptroller of the Currency. 

''(f) The term ‘branch’ as used in this section shall be held to include 
any branch bank, branch office, branch agency, additional office, or 
any branch place of business located in any State or Territory of the 
United States or in the District of Columbia at which deposits are 
received, or checks paid, or money lent. 

"(g) This section shall not be construed to amend or repeal section 
25 of the Federal Reserve Act, as amended, authorizing the establish- 
ment by national banking associations of branches in foreign countries, 
or dependencies, or insular possessions of the United States. 

“(h) The words 'State bank,’ 'State banks,’ ‘bank,’ or ‘banks,’ as 
used in this section, shall be held to include trust companies, savings 
banks, or other such corporations or institutions carrying on the bank- 
ing business under the authority of State laws.” 

Sec. 8. That section 5190 of the Revised Statutes of the United 
States be amended to read as follows: 

"Sec. 5190. The general business of each national banking associa- 
tion shall be transacted in the place specified in its organization 
certificate and in the branch or branches, if any, established or main- 
tained by it in accordance with the provisions of section 5155 of the 
Revised Statutes, as amended by this Act.” 

Sec. 9. That the first paragraph of section 9 of the Federal Reserve 
Act, as amended, be amended so as to read as follows: 

"Sec. 9. Any bank incorporated by special law of any State, or 
organized under the general laws of any State or of the United States, 
desiring to become a member of the Federal Reserve System, may make 
application to the Federal Reserve Board, under such rules and regula- 
tions as it may prescribe, for the right to subscribe to the stock of 
the Federal reserve bank organized within the district in which the 
applying bank is located. Such application shall be for the same 
amount of stock that the applying bank would be required to subscril:)e 
to as a national bank. The Federal Reserve Board, subject to the pro- 
visions of this Act and to such conditions as it may prescribe pursuant 
thereto may permit the applying bank to become a stockholder of such 
Federal reserve bank. 

"Any such State bank which, at the date of the approval of this Act, 
has established and is operating a branch or branches in conformity 
with the State law, may retain and operate the same while remaining 
or upon becoming a stockholder of such Federal reserve bank; but no 
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such State bank may retain or acquire stock in a Federal reserve bank 
except upon relinquishment of any branch or branches established after 
the date of the approval of this Act beyond the limits of the city, town, 
or village in which the parent bank is situated/' 

Sec. 10. That section 5200 of the Revised Statutes of the United 
States, as amended, be amended to read as follows: 

*‘Scc. 5200. The total obligations to any national banking associa- 
tion of any person, copartnership, association, or corporation shall at 
no time exceed 10 per centum of the amount of the capital stock of 
such association actually paid in and unimpaired and 10 per centum 
of its unimpaired surplus fund. The term ‘obligations' shall mean the 
direct liability of the maker or acceptor of paper discounted with or 
sold to such association and the liability of the indorser, drawer, or 
guarantor who obtains a loan from or discounts paper with or sells paper 
under his guaranty to such association and shall include in the case 
of obligations of a copartnership or association the obligations of the 
several members thereof. Such limitation of 10 per centum shall be 
subject to the following exceptions: 

“(1) Obligations in the form of drafts or bills of exchange drawn 
in good faith against actually existing values shall not be subject under 
this section to any limitation based upon such capital and surplus. 

“(2) Obligations arising out of the discount of commercial or business 
paper actually owned by the person, copartnership, association, or cor- 
poration negotiating the same shall not be subject under this section to 
any limitation based upon such capital and surplus. 

“(3) Obligations drawn in good faith against actually existing values 
and secured by goods or commodities in process of shipment shall not 
be subject under this section to any limitation based upon vsuch capital 
and surplus. 

“(4) Obligations as indorser or guarantor of notes, other than com- 
mercial or business paper excepted under (2) hereof, having a ma- 
turity of not more than six months, and owned by the person, corpora- 
tion, association, or copartnership indorsing and negotiating the same, 
shall be subject under this section to a limitation of 15 per centum 
of such capital and surplus in addition to such 10 per centum of such 
capital and surplus. 

“(5) Obligations in the form of bankers' acceptances of other banks 
of the kind described in section 13 of the Federal Reserve Act shall not 
be subject under this section to any limitation based upon such capital 
and surplus. 

^'(6) Obligations of any person, copartnership, association or cor- 
poration, in the form of notes or drafts secured by shipping documents, 
warehouse receipts or other such documents transferring or securing 
title covering readily marketable nonperishable staples when such prop- 
erty is fully covered by insurance, if it is customary to insure such 
staples, shall be subject under this section to a limitation of 15 per 
centum of such capital and surplus in addition to such 10 per centum 
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of such capital and surplus when the market value of such staples 
securing such obligation is not at any time less than 115 per centum 
of the face amount of such obligations, and to an additional increase 
of limitation of 5 per centum of such capital and surplus in addition to 
such 25 per centum of such capital and surplus when the market 
value of such staples securing such additional obligation is not at 
any time less than 120 per centum of the face amount of such addi- 
tional obligation, and to a further additional increase of limitation ol 5 
per centum of such capital and surplus in addition to such 30 per 
centum of such capital and surplus when the market value of such 
staples securing such additional obligation is not at any time less 
than 125 per centum of the face amount of such additional obligation, 
and to a further additional increase of limitation of 5 per centum of 
such capital and surplus in addition to such 35 jjer centum of such 
capital and surplus when the market value of such staples securing 
such additional obligation is not at any time less than 130 per centum 
of the face amount of such additional obligation, and to a further addi- 
tional increase of limitation of 5 per centum of such capital and surplus 
in addition to such 40 per centum of such capital and surplus when 
the market value of such staples securing such additional obligation is 
not at any time less than 135 per centum of the face amount of such 
additional obligation, and to a further additional increase of limita- 
tion of 5 per centum of such capital and surplus in addition to such 45 
per centum of such capital and surplus when the market value of such 
staples securing such additional obligation is not at any time less than 
140 per centum of the face amount of such additional obligation, but 
this exception shall not apply to obligations of any one person, co- 
partnership, association or corporation arising from the same transac- 
tions and/or secured upon the identical staples for more than ten 
months. 

“(7) Obligations of any person, copartnership, association, or cor- 
poration in the form of notes or drafts secured by shipping documents 
or instruments transferring or securing title covering livestock or giving 
a lien on livestock when the market value of the livestock securing the 
obligation is not at any time less than 115 per centum of the face 
amount of the notes covered by such documents shall be subject under 
this section to a limitation of 15 per centum of such capital and sur- 
plus in addition to such 10 per centum of such capital and surplus. 

**(8) Obligations of any person, copartnership, association, or cor- 
poration in the form of notes secured by not less than a like amount 
of bonds or notes of the United States issued since April 24, 1917, 
or certificates of indebtedness of the United States, shall (except to the 
extent permitted by rules and regulations prescribed by the Comp- 
troller of the Currency, with the approval of the Secretary of the 
Treasury) be subject under this section to a limitation of 15 per centum 
of such capital and surplus in addition to such 10 per centum of such 
capital and surplus.^' 
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Sec, 11. That section 5202 of the Revised Statutes of the United 
States as amended be amended by adding at the end thereof a new 
paragraph to read as follows: 

''Eighth. Liabilities incurred under the provisions of section 202 of 
Title II of the Federal Farm Loan Act, approved July 17, 1916, as 
amended by the Agricultural Credits Act of 1923.” 

Sec. 12. That section 5208 of the Revised Statutes of the United 
States as amended be amended by striking out the words "or who 
shall certify a check before the amount thereof shall have been regu- 
larly entered to the credit of the drawer upon the books of the bank,” 
and in lieu thereof inserting the following: "or who shall certify a 
check before the amount thereof shall have been regularly deposited 
in the bank by the drawer thereof,” so that the section as amended 
shall read as follows: 

"Sec. 5208. It shall be unlawful for any officer, director, agent or 
employee of any Federal reserve bank, or any member bank as defined 
in the Act of December 23, 1913, known as the Federal Reserve Act, 
to certify any check drawn upon such Federal reserve bank or member 
bank unless the person, firm, or corporation drawing the check has 
on deposit with such Federal reserve bank or member bank, at the 
time such check is certified, an amount of money not less than the 
amount specified in such check. Any check so certified by a duly au- 
thorized officer, director, agent, or employee shall be a good and valid 
obligation against such Federal reserve bank or member bank; but the 
act of any officer, director, agent, or emiffoyee of any such Federal 
reserve bank or member bank in violation of this section shall, in the 
discretion of the Federal Reserve Board, subject such Federal reserve 
bank to the penalties imposed by section 11, subsection (h) of the 
Federal Reserve Act, and shall subject such member bank, if a na- 
tional bank, to the liabilities and proceedings on the part of the Comp- 
troller of the Currency provided for in section 5234, Revised Statutes, 
and shall, in the discretion of the Federal Reserve Board, subject any 
other member bank to the penalties imposed by section 9 of said Fed- 
eral Reserve Act for the violation of any of the provisions of said Act. 
Any officer, director, agent, or employee of any Federal reser\^e bank 
or member bank who shall willfully violate the provisions of this sec- 
tion, or who shall resort to any device, or receive any fictitious obliga- 
tion, directly or collaterally, in order to evade the jirovisions thereof, 
or who shall certify a check before the amount thereof shall have been 
regularly deposited in the bank by the drawer thereof, shall be deemed 
guilty of a misdeameanor and shall, on conviction thereof in any dis- 
trict court of the United States, be fined not more than $5,000, or 
shall be imprisoned for not more than five years, or both, in the dis- 
cretion of the court.” 

Sec. 13. That section 5211 of the Revised Statutes of the United 
States as amended be amended to read as follows: 

"Seq, 5211, Every association shall make to the Comptroller of the 
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Currency not less than three reports during each year, according to the 
form which may be prescribed by him, verified by the oath or affirma- 
tion of the president, or of the cashier, or of a vice-president, or of an 
assistant cashier of the association designated by its board of directors 
to verify such reports in the absence of the president and cashier, taken 
before a notary public properly authorized and commissioned by the 
State in which such notary resides and the association is located, or 
any other officer having an official seal, authorized in such State to 
administer oaths, and attested by the signature of at least three of the 
directors. Each such report shall exhibit in detail and under appro- 
priate heads, the resources and liabilities of the association at the close 
of business on any past day by him specified, and shall be transmitted 
to the Comptroller within five days after the recei])t of a request or 
requisition therefor from him; and the statement of resources and 
liabilities, together with acknowledgment and attestation in the same 
form in which it is made to the Comptroller, shall be published in a 
newspaper published in the place where such association is established 
or if there is no newspaper in the place, then in the one published 
nearest thereto in the same county, at the expense of the association; 
and such proof of publication shall be furnished as may be required by 
the Comptroller. The Comptroller shall also have power to call for 
special reports from any particular association whenever in his judg- 
ment the same are necessary in order to obtain a full and complete 
knowledge of its condition.’^ 

Sec. 14. That section 22 of the Federal Reserve Act, subsection 
(a), paragraph 2 thereof, be amended to read as follows: 

“(a) No member bank and no officer, director, or employee thereof 
shall hereafter make any loan or grant any gratuity to any bank 
examiner. Any bank officer, director, or employee violating this pro- 
vision shall be deemed guilty of a misdemeanor and shall be im- 
prisoned not exceeding one year, or fined not more than $5,000, or both, 
and may be fined a further sum equal to the money so loaned or 
gratuity given. 

''Any examiner or assistant examiner who shall accept a loan or 
gratuity from any bank examined by him, or from an officer, director, 
or employee thereof, or who shall steal, or unlawfully take, or unlaw- 
fully conceal any money, note, draft, bond, or security, or any other 
property of value in the possession of any member bank or from any 
safe deposit box in or adjacent to the premises of such bank, shall be 
deemed guilty of a misdemeanor and shall, upon conviction thereof in 
any district court of the United States, be imprisoned for not exceed- 
ing one year, or fined not more than $5,000, or both, and may be fined 
a further sum equal to the money so loaned, gratuity given, or prop- 
erty stolen, and shall forever thereafter be disqualified from holding 
oflJee as a national bank examiner.” 

Sec. 15. That section 24 of the Federal Reserve Act be amended to 

read as follows: 
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''Sec. 24. Any national banking association may make loan? se- 
cured by first lien upon improved real estate, including improved farm 
land, situated within its Federal reserve district or within a radius of 
one hundred miles of the place in which such bank is located, irrespec- 
tive of district lines. A loan secured by real estate within the meaning 
of this section shall be in the form of an obligation or obligations 
secured by mortgage, trust deed, or other such instrument upon real 
estate when the entire amount of such obligation or obligations is made 
or is sold to such association. The amount of any such loan shall not 
exceed 50 per centum of the actual value of the real estate offered for 
security, but no such loan upon such security shall be made for a 
longer term than five years. Any such bank may make such loans in 
an aggregate sum including in such aggregate any such loans on which 
it is liable as indorser or guarantor or otherwise equal to 25 per centum 
of the amount of the capital stock of such association actually paid in 
and unimpaired and 25 per centum of its unimpaired surplus fund, or 
to one-half of its savings deposits, at the election of the association, 
subject to the general limitation contained in section 5200 of the Re- 
vised Statutes of the United States. Such banks may continue here- 
after as heretofore to receive time and savings deposits and to pay in- 
terest on the same, but the rate of interest which such banks may pay 
upon such time deposits or upon savings or other deposits shall not 
exceed the maximum rate authorized by law to be paid upon such de- 
posits by State banks or trust companies organized under the laws 
of the State wherein such national banking association is located.’* 

Sec. 16. That section 5139 of the Revised Statutes of the United 
States be amended by inserting in the first sentence thereof the fol- 
lowing words: "or into shares of such less amount as may be provided 
in the articles of association” so that the section as amended shall read 
as follows: 

"Sec. 5139. The capital stock of each association shall be divided 
into shares of $100 each, or into shares of such less amount as may be 
provided in the articles of association, and be deemed personal prop- 
erty, and transferable on the books of the association in such manner 
as may be prescribed in the by-laws or articles of association. Every 
person becoming a shareholder by such transfer shall, in proportion to 
his shares, succeed to all rights and liabilities of the prior holder of such 
shares; and no change shall be made in the articles of association by 
which the rights, remedies, or security of the existing creditors of the 
association shall be impaired.” 

Sec. 17. That section 5140 of the Revised Statutes of the United 
States as amended be amended by inserting in lieu of the second sen- 
tence thereof the following: "Every director must own in his own 
right shares of the capital stock* of the association of which he is a 
director the aggregate par value of which shall not be less than $1,000, 
unless the capital of the bank shall not exceed $25,000 in which case 
he must own in his own right shares of such capital stock the aggregate 
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value of which shall not be less than $500/^ so that the section as 
amended shall read as follows: 

Sec. 5146. Every director must during his whole term of service, 
be a citizen of the United States, and at least three-fourths of the 
directors must have resided in the State, Territory, or District in which 
the association is located, or within fifty miles of the location of the 
office of the association, for at least one year immediately preceding 
their election, and must be residents of such State or within a fifty- 
mile territory of the location of the association during their continu- 
ance in office. Every director must own in his own right shares of the 
capital stock of the association of which he is a director the aggregate 
par value of which shall not be less than $1,000, unless the capital of 
the bank shall not exceed $25,000 in which case he must own in his 
own right shares of such capital stock the aggregate par value of 
which shall not be less than $500. Any director who ceases to be the 
owner of the required number of shares of the stock, or who becomes 
in any other manner disqualified, shall thereby vacate his place.'’ 

Sec. 18. That the second subdivision of the fourth paragraph of 
section 4 of the Federal Reserve Act be amended to read as follows: 

“Second. To have succession after the approval of this Act until 
dissolved by Act of Congress or until forfeiture of franchise for vio- 
lation of law.” 

Sec. 19. That section 3 of the Federal Reserve Act, as amended, 
is further amended by adding at the end thereof the following: 

“The Federal Reserve Board may at any time require any Federal 
reserve bank to discontinue any branch of such Federal reserve bank 
established under this section. The Federal reserve bank shall there- 
upon proceed to wind up the business of such branch bank, subject to 
such rules and regulations as the Federal Reserve Board may pre- 
scribe.” 

Approved, February 25, 1927. 
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EXTRACTS FROM 
THE FEDERAL RESERVE ACT 

STOCK ISSUES: INCREASE AND DECREASE OF CAPITAL 

See. 5. The capital stock of each Federal reserve bank shall be 
divided into shares of $100 each. The outstanding capital stock shall 
be increased from time to time as member banks increase their capital 
stock and surplus or as additional banks become members, and may be 
decreased as member banks reduce their capital stock or surplus or 
cease to be members. When a member bank increases its capital stock 
or surplus, it shall thereupon subscribe for an additional amount of 
capital stock of the Federal reserve bank of its district equal to six 
per centum of the said increase, one-half of said subscription to be 
paid in the manner hereinbefore provided for original subscription, and 
one-half subject to call of the Federal Reserve Board. 

DIVISION OF EARNINGS 

Sec. 7. After all necessary expenses of a Federal reserve bank have 
been paid or provided for, the stockholders shall be entitled to receive 
an annual dividend of six per centum on the paid-in capital stock, which 
dividend shall be cumulative. After the aforesaid dividend claims 
have been fully met, the net earnings shall be paid to the United States 
as a franchise tax except that the whole of such net earnings, including 
those for the year ending December 31, 1918, shall be paid into a sur- 
plus fund until it shall amount to 100 per centum of the subscribed 
capital stock of such bank, and that thereafter 10 per centum of such 
net earnings shall be paid into the surplus. 

STATE BANKS AS MEMBERS 

Sec. 9. Any bank incorporated by special law of any State, or or- 
ganized under the general laws of any State or of the United States, 
desiring to become a member of the Federal Reserve System, may 
make application to the Federal Reserve Board, under such rules and 
regulations as it may prescribe, for the right to subscribe to the stock 
of the Federal reserve bank organized within the district in which the 
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applying bank is located. Such application shall bo for the same amount 
of stock that the applying bank would be required to sul)scribe to as a 
national bank. The Federal Reserve Board, subject to such conditions 
as it may prescribe, may permit the applying bank to become a stock- 
holder of such Federal reserve bank. 

In acting upon such application the Federal Reserve Board shall 
consider the financial condition of the applying bank, the general char- 
acter of its management, and whether or not the corporate powers 
exercised are consistent with the purposes of this Act. 

Whenever the Federal Reserve Board shall permit the applying bank 
to become a stockholder in the Federal reserve bank of the district 
its stock subscription shall be payable on call of the Federal Reserve 
Board, and stock issued to it shall be held subject to the j-irovisions 
of this Act 

All banks admitted to membership under authority of this section 
shall be required to comply with the reserve and capital requirements 
of this Act and to conform to those provisions of law imposed on na- 
tional banks which prohibit such banks from lending on or purchas- 
ing their own stock, which relate to the withdrawal or impairment 
of their capital stock, and which relate to the payment of unearned 
dividends. Such banks and the officers, agents, and employees thereof 
shall also be subject to the provisions of and to the penalties pre- 
scribed by section 5209 of the Revised Statutes, and shall be required 
to make reports of condition and of the jiayment of dividends to the 
Federal reserve bank of which they become a member. Not less than 
three of such reports shall be made annually on call of the Federal 
reserve bank on dates to be fixed by the Fevleral Reserve Board. 
Failure to make such reports within ten days after the date they are 
called for shall subject the offending bank to a penalty of $100 a day 
for each day that it fails to transmit such report; such penalty to be 
collected by the Federal reserve bank by suit or otherwise. 

As a condition of membership such banks shall likewise be subject 
to examinations made by direction of the Federal Reserve Board or 
of the Federal reserve bank by examiners selected or approved by the 
Federal Reserve Board. 

Whenever the directors of the Federal reserve bank shall approve 
the examinations made by the State authorities, such examinations and 
the reports thereof may be accepted in lieu of examinations made by 
examiners selected or aiiproved by the Federal Reserve Board: Pro- 
vided, however, That when it deems it necessary the board may order 
special examinations by examiners of its own selection and shall in all 
cases approve the form of the report. The expenses of all examina- 
tions, other than those made by State authorities, shall be assessed 
against and paid by the banks examined. 

Any State bank or trust company desiring to withdraw from mem- 
bership in a Federal reserve bank may do so, after six months' writ- 
ten notice shall have been filed with the Federal Reserve Board, upon 
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the surrender and cancellation of all of its holdings of capital sto'*k in 
the Federal reserve bank: Provided, however, That no Federal reserve 
bank shall, except under express authority of the Federal Reserve 
Board, cancel within the same calendar year more than 25 per centum 
of its capital stock for the purpose of effecting voluntary withdrawals 
during that year. All such applications shall be dealt with in the order 
in which they are filed with the Board. Whenever a member bank shall 
surrender its stock holdings in a Federal reserve bank, or shall be 
ordered to do so by the Federal Reserve Board, under authority of 
law, all of its rights and privileges as a member bank shall thereupon 
cease to terminate, and after due jiro vision has been made for any 
indebtedness due or to become due to the Federal reserve bank it shall 
be entitled to a refund of its cash paid subscription with interest at 
the rate of one-half of one per centum per month from date of last 
dividend, if earned, the amount refunded in no event to exceed the 
book value of the stock at that time, and shall likewise be entitled to 
repayment of deposits and of any other balances due from the Federal 
reserve bank. 

No applying bank shall be admitted to membership in a Federal 
reserve bank unless (a) it possesses a paid-up, unimpaired capital suf- 
ficient to entitle it to become a national banking association in the 
place where it is situated under the provisions of the National Bank 
Act, or (b) it possesses a paid-up, unimpaired capital of at least 60 
per centum of the amount sufficient to entitle it to become a national 
banking association in the place where it is situated under the provi- 
visions of the National Bank Act and, under penalty of loss of mem- 
bership, complies with rules and regulations which the Federal Reserve 
Board shall prescribe fixing the time within which and the method by 
which the unimpaired capital of such bank shall be increased out of 
net income to equal the capital which would have I icon required if 
such bank had been admitted to membership under the provisions of 
clause (a) of this paragraiih: Provided, That every such rule or regu- 
lation shall require the api)lying bank to set aside annually not less 
than 20 per centum of its net income of the preceding year as a fund 
exclusively applicable to such capital increase. 

Banks becoming members of the Federal Reserve System under 
authority of this section shall be subject to the provisions of this sec- 
tion and to those of this Act which relate specifically to member banks, 
but shall not be subject to examination under the provisions of the 
first two paragraphs of section 5240 of the Revised Statutes as amended 
by section 21 of this Act. Subject to the provisions of this Act and to 
the regulations of the Board made pursuant thereto, any bank becom- 
ing a member of the Federal Reserve System shall retain its full char- 
ter and statutory rights as a State bank or trust company, and may 
continue to exercise all corporate powers granted it by the State in 
which it was created, and shall be entitled to all privileges of member 
banks: Provided, however. That no Federal reserve bank shall be 
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permitted to discount for any State bank or trust company notes, 
drafts, or bills of exchange of any one borrower who is liable for bor- 
rowed money to such State bank or trust company in an amount greater 
than that which could be borrowed lawfully from such State bank or 
trust company w’ere it a national banking association. The Federal re- 
serve bank, as a condition of the discount of notes, drafts, and bills of 
exchange for such State bank or trust company, shall require a certif- 
icate or guaranty to the effect that the borrower is not liable to such 
bank in excess of the amount provided by this section, and will not be 
permitted to become liable in excess of this amount while such notes, 
drafts, or bills of exchange are under discount with the Federal reserve 
bank. 


yOWERS OF FEDERAL RESERVE BANKS 

Sec. 13 Any Federal reserve bank may receive from any of its 
member banks, and from the United States, deposits of current funds 
in lawful money, national bank notes, Federal reserve notes, or checks, 
and drafts, payable upon presentation, and also, for collection, matur 
ing notes and bills; or, solely for purposes of exchange or of collecv 
tion, may receive from other Federal reserve banks deposits of cur- 
rent funds in lawful money, national bank notes, or checks upon other 
Federal reserve banks, and checks and drafts, payable upon presenta- 
tion within its district, and maturing notes and bills payable within its 
district; or, solely for the purposes of exchange or of collection, may 
receive from any nonmember bank or trust company deposits of cur- 
rent funds in lawful money, national bank notes, 'Federal reserve notes, 
checks and drafts payable upon presentation, or maturing notes and 
bills: Provided, Such nonmember bank or trust company maintains 
with the Federal reserve bank of its district a balance sufficient to 
offset the items in transmit held for its account by the Federal reserve 
bank: Provided, further, That nothing in this or any other section 
of this Act shall be construed as prohibiting a member or nonmember 
bank from making reasonable charges, to be determined and regu- 
lated by the Federal Reserve Board, but in no case to exceed 10 cents 
per $100 or fraction thereof, based on the total of checks and drafts 
presented at any one time, for collection or payment of checks and 
drafts and remission therefor by exchange or otherwise; but no such 
charges shall be made against the Federal reserve banks. 

Upon the indorsement of any of its member banks, which shall be 
deemed a waiver of demand, notice and protest by such bank as to its 
own indorsement exclusively, any Federal reserve bank may discount 
notes, drafts, and bills of exchange arising out of actual commercial 
transactions; that is, notes, drafts, and bills of exchange issued or 
drawn for agricultural, industrial, or commercial purposes, or the pro- 
ceeds of which have been used, or are to be used, for such purposes, 
the Federal Reserve Board to have the right to determine or define 
the character of the paper thus eligible for discount, within the mean- 
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ing of this Act. Nothing in this Act contained shall be construed to 
prohibit such notes, drafts, and bills of exchange, secured by staple 
agricultural products, or other goods, wares, or merchandise from be- 
ing eligible for such discount, and the notes, drafts, and bills of ex- 
change of factors issued as such making advances exclusively to pro- 
ducers of staple agricultural products in their raw state shall be eligible 
for such discount; but such definition shall not include notes, drafts, 
or bills covering merely investments or issued or drawn for the pur- 
pose of carrying or trading in stocks, bonds, or other investment securi- 
ties, except bonds and notes of the Government of the United States. 
Notes, drafts, and bills admitted to discount under the terms of this 
paragraph must have a maturity at the time of discount of not more 
than 90 days, exclusive of grace. 

Upon the indorsement of any of its member banks, which shall be 
deemed a waiver of demand, notice, and protest by such bank as to its 
own indorsement exclusively, and subject to regulations and limita- 
tions to be prescribed by the Federal Reserve Board, any Federal re- 
serve bank may discount or purchase bills of exchange payable at sight 
or on demand which are drawn to finance the domestic shipment of 
nonperishable, readily marketable staple agricultural products and are 
secured by bills of lading or other shipping documents conveying or 
securing title to such staples: Provided, That all such bills of exchange 
shall be forwarded promptly for collection, and demand for pa 5 Tnent 
shall be made with reasonable promptness after the arrival of such 
staples at their destination: Provided further, That no such bill shall 
in any event be held by or for the account of a Federal reserve bank 
for a period in excess of 90 days. In discounting such bills Federal 
reserv^e banks may compute the interest to be deducted on the basis 
of the estimated life of each bill and adjust the discount after payment 
of such bills to conform to the actual life thereof. 

The aggregate of such notes, drafts, and bills bearing the signature 
or indorsement of any one borrower, whether a person, company, firm, 
or corporation, rediscounted for any one bank shall at no time exceed 
10 per centum of the unimpaired capital and surplus of said bank; 
but this restriction shall not apply to the discount of bills of ex- 
change drawn in good faith against actually existing values. 

Any Federal reserve bank may discount acceptances of the kinds 
hereinafter described, which have a maturity at the time of discount 
of not more than 90 days’ sight, exclusive of days of grace, and which 
are indorsed by at least one member bank: Provided, That such ac- 
ceptances if drawn for an agricultural purpose and secured at the time 
of acceptance by warehouse receipts or other such documents convey- 
ing or securing title covering readily marketable staples may be dis- 
counted with a maturity at the time of discount of not more than six 
months' sight exclusive of days of grace. 

Any member bank may accept drafts or bills of exchange drawn 
upon it having not more than six months’ sight to run, exclusive of 
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days of grace, which grow out of transactions involving the importa- 
tion or exportation of goods; or which grow out of transactions in- 
volving the domestic shipment of goods provided shipping documents 
conveying or securing title are attached at the time of acceptance; 
or which are secured at the time of acceptance by a warehouse receipt 
or other such document conveying or securing title covering readily 
marketable staples. No member bank shall accept, whether in a foreign 
or domestic transaction, for any one person, company, firm, or corpora- 
tion to an amount equal at any time in the aggregate to more 
than 10 per centum of its paid-up and unimpaired capital stock and 
surplus, unless the bank is secured either by attached documents or by 
some other actual security growing out of the same transaction as the 
acceptance; and no bank shall accept such bills to an amount equal 
at any time in the aggregate to more than one-half of its paid-up 
and unimpaired capital stock and surplus: Provided, however, That the 
Federal Reserve Board, under such general regulations as it may pre- 
scribe, which shall apply to all banks alike regardless of the amount 
of capital stock and surplus, may authorize any member bank to accept 
such bills to an amount not exceeding at any time in the aggregate 
100 per centum of its paid-up and unimpaired capital stock and sur- 
plus: Provided further, That the aggregate of acceptances growing out 
of domestic transactions shall in no event exceed 50 per centum of such 
capital stock and surplus. 

Any Federal reserve bank may make advances to its member banks 
on their promissory notes for a period not exceeding fifteen days at 
rates to be established by such Federal reserve hanks, subject to the 
review and determination of the Federal Reserve Board, provided such 
promissory notes are secured by such notes, drafts, bills of exchange, 
or bankers’ acceptances as are eligible for rediscount or for purchase 
by Federal reserve hanks under the provisions of this Act, or by the 
deposit or pledge of bonds or notes of the United States. 

Section 5202 of the Revised Statutes of the United States is hereby 
amended so as to read as follows: '‘No national banking association 
shall at any time be indebted, or in any way liable, to an amount 
exceeding the amount of its capital stock at such time actually paid in 
and remaining undiminishcd by losses or otherwise, except on account 
of demands of the nature following: 

First. Notes of circulation. 

Second. Moneys deposited with or collected by the association. 

Third. Bills of exchange or drafts drawn against money actually on 
deposit to the credit of the association, or due thereto. 

Fourth. Liabilities to the stockholders of the association for divi- 
dends and reserve profits. 

Fifth. Liabilities incurred under the provisions of the Federal Re- 
serve Act. 

Sixth. Liabilities incurred under the provisions of the War Finance 
Corporation Act. 
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Seventh. Liabilities created by the indorsements of accepted bills of 
exchange payable abroad actually owned by the indorsing bank and 
discounted at home or abroad. 

The discount and rediscount and the purchase and sale by any 
Federal reserve bank of any bills receivable and of domestic and for- 
eign bills of exchange, and of acceptances authorized by this Act, shall 
be subject to such restrictions, limitations, and regulations as may be 
imposed by the Federal Reserve Board. 

That in addition to the powers now vested by law in national bank- 
ing associations organized under the laws of the United States any such 
association located and doing business in any jilace the population of 
which docs not exceed five thousand .inhabitants, as shown by the last 
preceding decennial Census, may, under such rules and regulations 
as may be prescribed by the Comptroller of the Currency, act as the 
agent for any fire, life, or other insurance company authorized by the 
authorities of the State in which said bank is located to do business in 
said State, by soliciting and selling insurance and collecting premiums 
on policies issued by such company; and may receive for services so 
rendered such fees or commissions as may be agreed upon between the 
said association and the insurance company for which it may act as 
agent; and may also act as the broker or agent for others in making 
or procuring loans on real estate located within one hundred miles of 
the place in which said bank may be .located, receiving for such services 
a reasonable fee or commission: Provided, however, That no such bank 
shall in any case guarantee either the principal or interest of any such 
loans or assume or guarantee the payment of any premium on insur- 
ance policies issued through its agency by its principal: And provided 
further. That the bank shall not guarantee the truth of any statement 
made by an assured in filing his application for insurance. 

Any member bank may accept drafts or bills of exchange drawn upon 
it having not more than three months' sight to run, exclusive of days 
of grace, drawn under regulations to be prescribed by the Federal Re- 
serve Board by banks or bankers in foreign countries or dependencies 
or insular possessions of the United States for the purpose of furnish- 
ing dollar exchange as required by the usages of trade in the respective 
countries, dependencies, or insular possessions. Such drafts or bills 
may be acquired by Federal rescr\"e banks in such amounts and subject 
to .such regulations, restrictions, and limitations as may be prescribed 
by the Federal Reserve Board: Provided, however, That no member 
bank shall accept such drafts or bills of exchange referred to in this 
paragraph for any one bank to an amount exceeding in the aggregate 
10 per centum of the paid-up and unimpaired capital and surplus of 
the accepting bank unless the draft or bill of exchange is accompa- 
nied by documents conveying or securing title or by some other ade- 
quate security: Provided further, That no member bank shall accept 
such drafts or bills in an amount exceeding at any time the aggregate 
of one-half of its paid-up and unimpaired capital and surplus. 
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Sec. 13a. Upon the indorsement of any of its member banks, which 
shall be deemed a waiver of demand, notice, and protest by such bank 
as to its own indorsement exclusively, any Federal reserve bank may, 
subject to regulations and limitations to be prescribed by the Federal 
Reserve Board, discount notes, drafts, and bills of exchange issued or 
drawn for an agricultural purpose, or based upon live stock, and hav- 
ing a maturity, at the time of discount, exclusive of days of grace, not 
exceeding nine months, and such notes, drafts, and bills of exchange 
may be offered as collateral security for the issuance of Federal reserve 
notes under the provisions of section 16 of this Act: Provided, That 
notes, drafts, and bills of exchange with maturities in excess of six 
months shall not be eligible as a basis for the issuance of Federal re- 
serve notes unless secured by warehouse receipts or other such nego- 
tiable documents conveying or securing title to readily marketable staple 
agricultural products or by chattel mortgage upon live stock which is 
being fattened for market. 

That any Federal reserve bank may, subject to regulations and limi- 
tations to be prescribed by the Federal Reserve Board, rediscount such 
notes, drafts, and bills for any Federal intermediate credit bank, except 
that no Federal reserve bank shall rediscount for a Federal intermediate 
credit bank any such note or obligation which bears the indorsement 
of a nonmember State bank or trust company which is eligible for 
membership in the Federal Reserve System, in accordance with section 
9 of this Act. 

Any Federal reserve bank may also buy and sell debentures and 
other such obligations issued by a Federal intermediate credit bank 
or by a National agricultural credit corporation, but only to the same 
extent as and subject to the same limitations as those upon which it 
may buy and sell bonds issued under Title I of the Federal Farm Loan 
Act. 

Notes, drafts, bills of exchange or acceptances issued or drawn by 
cooperative marketing associations composed of producers of agricul- 
tural products shall be deemed to have been issued or drawn for an 
agricultural purpose, within the meaning of this section, if the proceeds 
thereof have been or are to be advanced by such association to any 
members thereof for an agricultural purpose, or have been or are to be 
used by such association in making payments to any members thereof 
on account of agricultural products delivered by such members of the 
association, or if such proceeds have been or are to be used by such 
association to meet expenditures incurred or to be incurred by the as- 
sociation in connection with the grading, processing, packing, prepara- 
tion for market, or marketing of any agricultural product handled by 
such association for any of its members: Provided, That the express 
enumeration in this paragraph of certain classes of paper of cooperative 
marketing associations as eligible for rediscount shall not be construed 
as rendering ineligible any other class of paper of such associations 
which is now eligible for rediscount. 
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The Federal Reserve Board may, by regulation, limit to a percentage 
of the assets of a Federal reserve bank the amount of notes, drafts, 
acceptances, or bills having a maturity in excess of three months, but 
not exceeding six months, exclusive of days of grace, which may be dis- 
counted by such bank, and the amount of notes, drafts, bills, or ac- 
ceptances having a maturity in excess of six months, but not exceeding 
nine months, which may be rediscounted by such bank. 


OPEN-MARKET OPERATIONS 

Sec. 14. Any Federal reserve bank may, under rules and regulations 
prescribed by the Federal Reserve Board, purchase and sell in the open 
market, at home or abroad, either from or to domestic or foreign 
banks, firms, corporations, or individuals, cable transfers and bankers' 
acceptances and bills of exchange of the kinds and maturities by this 
Act made eligible for rediscount, with or without the indorsement of 
a member bank. 

Every Federal reserve bank shall have power: 

(a) To deal in gold coin and bullion at home or abroad, to make 
loans thereon, exchange Federal reserve notes for gold, gold coin, or 
gold certificates, and to contract for loans of gold coin or bullion, giving 
therefor, when necessary, acceptable security, including the hypotheca- 
tion of United States bonds or other securities which Federal reserve 
banks are authorized to hold; 

(b) To buy and sell, at home or abroad, bonds and notes of the 
United States, and bills, notes, revenue bonds, and warrants with a ma- 
turity from date of purchase of not exceeding six months, issued in 
anticipation of the collection of taxes or anticipation of the receipt of 
assured revenues by any State, county, district, political subdivision, or 
municipality in the continental United States, including irrigation, 
drainage and reclamation districts, such purchases to be made in ac- 
cordance with rules and regulations prescribed by the Federal Reserve 
Board: 

(c) To purchase from member banks and to sell, with or without 
its indorsement, bills of exchange arising out of commercial transac- 
tions, as hereinbefore defined; 

(d) To establish from time to time, subject to review and deter- 
mination of the Federal Reserve Board, rates of discount to be charged 
by the Federal reserve bank for each class of paper, which shall be 
fixed with a view of accommodating commerce and business; 

(e) To establish accounts with other Federal reserve banks for 
exchange purposes and, with the consent or upon the order and direc- 
tion of the Federal Reserve Board and under regulations to be pre- 
scribed by said Board, to open and maintain accounts in foreign coun- 
tries, appoint correspondents, and establish agencies in such countries 
wheresoever it may be deemed best for the purpose of purchasing, 
selling, and collecting bills of exchange, and to buy and sell, with or 
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without its indorsement, through such correspondents or agencies, bills 
of exchange (or acceptances) arising out of actual commercial trans- 
actions which have not more than ninety days to run, exclusive of days 
of grace, and which bear the signature of two or more responsible 
parties, and, with the consent of the Federal Reserve Board, to open 
and maintain banking accounts for such foreign correspondents or 
agencies. Whenever any such account has been opened or agency or 
correspondent has been appointed by a Federal reserve bank, with the 
consent of or under the order and direction of the Federal Reserve 
Board, any other Federal reserve bank may, with the consent and 
approval of the Federal Reserve Board, be permitted to carry on or 
conduct, through the Federal reserve bank opening such account or 
appointing such agency or correspondent, any transaction authorized by 
this section under rules and regulations to be prescribed by the board. 

(f) To purchase and sell in the open market, either from or to do- 
mestic banks, firms, corporations, or individuals, acceptances of Fed- 
eral intermediate credit banks and of National agricultural credit cor- 
porations, whenever the Federal Reserve Board shall declare that the 
public interest so requires. 


NOTE ISSUES 

Sec. 16. Federal reserve notes, to be issued at the discretion of the 
Federal Reserve Board for the purpose of making advances to Fed- 
eral reserve banks through the Federal reserve agents as hereinafter 
set forth and for no other purpose, are hereby authorized. The said 
notes shall be obligations of the United States and shall be receivable by 
all national and member banks and Federal reserve banks and for all 
taxes, customs, and other public dues. They shall be redeemed in gold 
on demand at the Treasury Department of the United States, in the 
city of Washington, District of Columbia, or in gold or lawful money 
at any Federal reserve bank. 

Any Federal reserve bank may make application to the local Fed- 
eral reserve agent for such amount of the Federal reserve notes herein- 
before provided for as it may require. Such application shall be 
accompanied with a tender to the local Federal reserve agent of col- 
lateral in amount equal to the sum of the Federal reserve notes thus 
applied for and issued pursuant to such application. The collateral 
security thus offered shall be notes, drafts, bills of exchange, or ac- 
ceptances acquired under the provisions of section 13 of this act, or 
bills of exchange indorsed by a member bank of any Federal reserve 
district and purchased under the provisions of section 14 of this Act, 
or bankers* acceptances purchased under the provisions of said section 
14, or gold or gold certificates; but in no event shall such collateral 
security, whether gold, gold certificates, or eligible paper, be less than 
the amount of Federal reserve notes applied for. The Federal reserve 
agent shall each day notify the Federal Reserve Board of all issues 
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and withdrawals of Federal reserve notes to and by the Federal reserve 
bank to which he is accredited. The said Federal Reserve Board may 
at any time call upon a Federal reserve bank for additional security 
to protect the Federal reserve notes issued to it. 

Every Federal reserve bank shall maintain reserves in gold or law’ful 
money of not less than 35 per centum against its deposits and reserves 
in gold of not less than forty per centum against its Federal reserve 
notes in actual circulation: Provided, however, That when the Federal 
reserve agent holds gold or gold certificates as collateral for Federal 
reserve notes issued to the bank such gold or gold certificates shall be 
counted as part of the gold reserve which such bank is required to 
maintain against its Federal reserve notes in actual circulation. Notes 
so paid out shall bear upon their faces a distinctive letter and serial 
number which shall be assigned by the Federal Reserve Board to each 
Federal reserve bank. Whenever Federal reserve notes issued through 
one Federal reserve bank shall be received by another Federal reserve 
bank, they shall be promptly returned for credit or redemption to 
the Federal reserve bank through which they were originally issued or, 
upon direction of such Federal reserve bank, they shall be forwarded 
direct to the Treasurer of the United States to be retired. No Federal 
reserve bank shall pay out notes issued through another under penalty 
of a tax of 10 per centum upon the face value of notes so paid out. 
Notes presented for redemption at the Treasury of the United States 
shall be paid out of the redemption fund and returned to the Federal 
reserve banks through which they were, originally issued, and there- 
upon such Federal reserve bank shall, upon demand of the Secretary 
of the Treasury, reimburse such redemption fund in lawful money or, 
if such Federal reserve notes have been redeemed by the Treasurer 
in gold or gold certificates, then such funds shall be reimbursed to the 
extent deemed necessary by the Secretary of the Treasury in gold or 
gold certificates, and such Federal reserve bank shall, so long as any 
of its Federal reserve notes remain outstanding, maintain with the 
Treasurer in gold an amount sufficient in the judgment of the Secre- 
tary to provide for all redemptions to be made by the Treasurer. 
Federal reserve notes received by the Treasurer otherwise than for 
redemption may be exchanged for gold out of the redemption fund 
hereinafter provided and returned to the reserve bank through which 
they were originally issued, or they may be returned to such bank for 
the credit of the United States, Federal reserve notes unfit for cir- 
culation shall be returned by the Federal reserve agents to the Comp- 
troller of the Currency for cancellation and destruction. 

The F'ederal Reserve Board shall require each Federal reserve bank 
to maintain on deposit in the Treasury of the United States a sum 
in gold sufficient in the judgment of the Secretary of the Treasury for 
the redemption of the Federal reserve notes issued to such bank, but 
in no event less than five per centum of the total amount of notes 
issued less the amount of gold or gold certificates held by the Federal 
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reserve agent as collateral security; but such deposit of gold shall be 
counted and included as part of the 40 per centum reserve hereinbefore 
required. The Board shall have the right, acting through the Federal 
reserve agent, to grant in whole or in part, or to reject entirely the 
application of any Federal reserve bank for Federal reserve notes; 
but to the extent that such application may be granted the Federal 
Reserve Board shall, through its local Federal reserve agent, supply 
Federal reserve notes to the banks so applying, and such bank shall be 
charged with the amount of notes issued to it and shall pay such rate’ 
of interest as may be established by the Federal Reserve Board on 
only that amount of such notes which equals the total amount of its 
outstanding Federal reserve notes less the amount of gold or gold cer- 
tificates held by the Federal reserve agent as collateral security. Fed- 
eral reserve notes issued to any such bank shall, upon delivery, to- 
gether with such notes of such Federal reserve bank as may be issued 
under section 18 of this Act upon security of United States two per 
centum Government bonds, become a first and paramount lien on all 
the assets of such bank. 

Any Federal reserve bank may at any time reduce its liability 
for outstanding Federal reserve notes by depositing with the Federal 
reserve agent its Federal reserve notes, gold, gold certificates, or lawful 
money of the United States. Federal reserve notes so deposited shall 
not be reissued, except upon compliance with the conditions of an 
original issue. 

The Federal reserve agent shall hold such gold, gold certificates, or 
lawful money available exclusively for exchange for the outstanding 
Federal reserve notes when offered by the reserve bank of which he is 
a director. Upon the request of the Secretary of the Treasury the 
Federal Reserve Board shall require the Federal reserve agent to trans- 
mit to the Treasurer of the United States so much of the gold held 
by him as collateral security for Federal reserve notes as may be re- 
quired for the exclusive purpose of the redemption of such Federal 
reserve notes, but such gold when deposited with the Treasurer shall 
be counted and considered as if collateral security on deposit with 
the Federal reserve agent. 

Any Federal reserve bank may at its discretion withdraw collateral 
deposited with the local Federal reserve agent for the protection of 
its Federal reserve notes issued to it and shall at the same time sub- 
stitute therefor other collateral of equal amount with the approval 
of the Federal reserve agent under regulations to be prescribed by 
the Federal Reserve Board. Any Federal reserve bank may retire 
any of its Federal reserve notes by depositing them with the Federal 
reserve agent or with the Treasurer of the United States, and such 
Federal reserve bank shall thereupon be entitled to receive back the 
collateral deposited with the Federal reserve agent for the security of 
such notes. Federal reserve banks shall not be required to maintain 
the reserve or the redemption fund heretofore provided for against 
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Federal reserve notes which have been retired. Federal reserve notes 
so deposited shall not be reissued except upon compliance with the 
conditions of an original issue. 

All Federal reserve notes and all gold, gold certificates, and lawful 
money issued to or deposited with any Federal reserve agent under the 
provisions of the Federal Reserve Act shall hereafter be held for such 
agent, under such rules and regulations as the Federal Reserve Board 
may prescribe, in the joint custody of himself and the Federal reserve 
bank to which he is accredited. Such agent and such Federal reserve 
bank shall be jointly liable for the safe-keeping of such Federal re- 
serve notes, gold, gold certificates, and lawful money. Nothing herein 
contained, however, shall be construed to prohibit a Federal reserve 
agent from depositing gold or gold certificates with the Federal Re- 
serve Board, to be held by such board subject to his order, or with 
the Treasurer of the United States for the purposes authorized by law. 

In order to furnish suitable notes for circulation as Federal reserve 
notes, the Comptroller of the Currency shall, under the direction of the 
Secretary of the Treasury, cause plates and dies to be engraved in the 
best manner to guard against counterfeits and fraudulent alterations, 
and shall have printed therefrom and numbered such quantities of such 
notes of the denominations of $5, $10, $20, $50, $100, $500, $1000, $5000, 
$10,000 as may be required to supply the Fetleral reserve banks. Such 
notes shall be in form and tenor as directed by the Secretary of the 
Treasury under the provisions of this Act and shall bear the distinc- 
tive numbers of the several Federal reserve banks through which they 
are issued. 

When such notes have been prepared, they shall be deposited in 
the Treasury, or in the subtreasury or mint of the United States 
nearest the place of business of each Fccleral reserve bank and shall be 
held for the use of such bank subject to the order of the Comptroller 
of the Currency for their delivery, as provided by this Act. 

The plates and dies to be procured by the Comi)troller of the Cur- 
rency for the printing of such circulating notes shall remain under his 
control and direction, and the expenses necessarily incurred in execut- 
ing the laws relating to the procuring of such notes, and all other 
expenses incidental to their issue and retirement, shall be paid by the 
Federal reserve banks, and the Federal Reserve Board shall include 
in its estimate of expenses levied against the Federal reserve banks a 
sufficient amount to cover the expenses herein provided for. 

The examination of plates, dies, bed pieces, and so forth, and regu- 
lations relating to such examination of plates, dies, and so forth, of 
national bank notes provided for in section 5174 Revised Statutes, is 
hereby extended to include notes herein provided for. 

Any appropriation heretofore made out of the general funds of the 
Treasury for engraving plates and dies, the purchase of distinctive 
paper, or to cover any other expense in connection with the printing 
of national bank notes or notes provided for by the Act of May 30, 
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1908, and any distinctive paper that may be on hand at the time of the 
passage of this Act may be used in the discretion of the Secretary for 
the purposes of this Act, and should the appropriations heretofore 
made be insufficient to meet the requirements of this Act in addition 
to circulating notes provided for by existing law, the Secretary is 
hereby authorized to use so much of any funds in the Treasury not 
otherwise appropriated for the purpose of furnishing the notes afore- 
said: Provided, however, That nothing in this section contained shall 
be construed as exempting national banks or Federal reserve banks from 
their liability to reimburse the United States for any expenses incurred 
in printing and issuing circulating notes. 

Every Federal reserve bank shall receive on deposit at par from 
member banks or from Federal reserve banks checks and drafts drawn 
upon any of its depositors, and when remitted by a Federal reserve 
bank, checks and drafts drawn by any depositor in any other Federal 
reserve bank or member bank upon funds to the credit of said de- 
positor in said reserve bank or member bank. Nothing herein con- 
tained shall be construed as prohibiting a member bank from charging 
its actual expense incurred in collecting and remitting funds, or for 
exchange sold to its patrons. The Federal Reserve Board shall, by 
rule, fix the charges to be collected by the member banks from its 
patrons whose checks are cleared through the Federal reserve bank 
and the charge which may be imposed for the service of clearing or 
collection rendered by the Federal reserve bank. 

The Federal Reserve Board shall make and promulgate from time 
to time regulations governing the transfer of funds and charges therefor 
among Federal reserve banks and their branches, and may at its dis- 
cretion exercise the functions of a clearing house for such Federal re- 
serve banks, or may designate a Federal reserve bank to exercise such 
functions, and may also require each such bank to exercise the func- 
tions of a clearing house for its member banks. 

That the Secretary of the Treasury is hereby authorized and directed 
to receive deposits of gold coin or of gold certificates with the Treas- 
urer or any assistant treasurer of the United States when tendered by 
any Federal reserve bank or Federal reserve agent for credit to its or 
his account with the Federal Reserve Board. The Secretary shall pre- 
scribe by regulation the form of receipt to be issued by the Treasurer 
or Assistant Treasurer to the Federal reserve bank or Federal reserve 
agent making the deposit, and a duplicate of such receipt shall be 
delivered to the Federal Reserve Board by the Treasurer at Wash- 
ington upon proper advices from any assistant treasurer that such de- 
posit has been made. Deposits so made shall be held subject to the 
orders of the Federal Reserve Board and shall be payable in gold coin 
or gold certificates on the order of the Federal Reserve Board to any 
Federal reserve bank or Federal reserve agent at the Treasury or at 
the subtreasury of the United States nearest the place of business 
of such Federal reserve bank or such Federal reserve agent: Provided, 
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however^ That any expense incurred in shipping gold to or from the 
Treasury or subtreasuries in order to make such payments, or as a re- 
sult of making such payments, shall be paid by the Federal Reserve 
Board and assessed against the Federal reserve banks. The order 
used by the Federal Reserve Board in making such payments shall be 
signed by the governor or vice-governor, or such other officers or mem- 
bers as the board may by regulation prescribe. The form of such 
order shall be approved by the Secretary of the Treasury. 

The expenses necessarily incurred in carrying out these provisions, 
including the cost of the certificates or receipts issued for deposits re- 
ceived, and all expenses incident to the handling of such deposits shall 
be paid by the Federal Reserve Board and included in its assessments 
against the several Federal reserve banks. 

Gold deposits standing to the credit of any Federal reserve bank 
with the Federal Reserve Board shall, at the option of said bank, be 
counted as part of the lawful reserve which it is required to main- 
tain against outstanding Federal reserve notes, or as a part of the 
reserve it is required to maintain against deposits. 

Nothing in this section shall be construed as amending section six 
of the Act of March 14, 1900, as amended by the Acts of March 4, 
1907, March 2, 1911, and June twelfth, nineteen hundred and sixteen, 
nor shall the provisions of this section be construed to apply to the 
deposits made or to the receipts or certificates issued under those 
Acts. 


BANK RESERVES 

Sec. 19. Demand deposits within the meaning of this Act shall com- 
prise all deposits jiayable within thirty days, and time deposits shall 
comprise all deposits jiayable after thirty days, all savings accounts 
and certificates of deposit which are subject to not less than thirty 
days' notice before iiayment, and all postal savings deposits. 

Every bank, banking association, or trust comi)any which is or 
which becomes a member of any Federal reserve bank shall estab- 
lish and maintain reserve balances with its Federal reserve bank as 
follows : 

(a) If not in a reserve or central reserve city, as now or hereafter 
defined, it shall hold and maintain with the Federal reserve bank of its 
district an actual net balance equal to not less than seven per centum 
of the aggregate amount of its demand deposits and three per centum 
of its time deposits. 

(b) If in a reserve city, as now or hereafter defined, it shall hold 
and maintain with the Federal reserve bank of its district an actual net 
balance equal to not less than ten per centum of the aggregate amount 
of its demand deposits and three jier centum of its time deposits: 
Providedy however. That if located in the outlying districts of a reserve 
city or in territory added to such a city by the extension of its 
corporate charter, it may, upon the affirmative vote of five members of 
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the Federal Reserve Board, hold and maintain the reserve balances 
specified in paragraph (a) hereof. 

(c) If in a central reserve city, as now or hereafter defined, it shall 
hold and maintain with the Federal reserve bank of its district an 
actual net balance equal to not less than thirteen per centum of the 
aggregate amount of its demand deposits and three per centum of its 
time deposits: Provided y however y That if located in the outlying dis- 
tricts of a central reserve city or in territory added to such city by 
the extension of its corporate charter, it may, upon the affirmative vote 
of five members of the Federal Reserve Board, hold and maintain the 
reserve balances specified in paragraphs (a) or (b) thereof. 

No member bank shall keep on deposit with any State bank or trust 
company which is not a member bank a sum in excess of ten per 
centum of its own paid-up capital and surplus. No member bank 
shall act as the medium or agent of a nonmember bank in applying for 
or receiving discounts from a Federal reserve bank under the provi- 
sions of this Act, except by permission of the Federal Reserve Board. 

The required balance carried by a member bank with a Federal re- 
serve bank may, under the regulations and subject to such penalties 
as may be prescribed by the Federal Reserve Board, be checked against 
and withdrawn by such member bank for the purpose of meeting ex- 
isting liabilities: Provided y however y That no bank shall at any time 
make new loans or shall pay any dividends unless and until the total 
balance required by law is fully restored. 

In estimating the balances required by this Act, the net difference 
of amounts due to and from other banks shall be taken as the basis 
for ascertaining the deposits against which required balances with 
Federal reserve banks shall be determined. 

National banks, or banks organized under local laws, located in 
Alaska or in a dependency or insular possession or any part of the 
United States outside the continental United States may remain non- 
member banks, and shall in that event maintain reserves and comply 
with all the conditions now provided by law regulating them; or said 
banks may, with the consent of the Reserve Board, become member 
banks of any one of the reserve districts, and shall in that event take 
stock, maintain reserves, and be subject to all the other provisions 
of this Act. 

Sec. 20. So much of sections two and three of the Act of June 20, 
1874, entitled “An Act fixing the amount of United States notes, pro- 
viding for a redistribution of the national bank currency, and for other 
purposes,” as provides that the fund deposited by any national banking 
association with the Treasurer of the United States for the redemption 
of its notes shall be counted as a part of its lawful reserve as provided 
in the Act aforesaid, is hereby repealed. And from and after the pas- 
sage of this Act such fund of five per centum shall in no case be 
counted by any national banking association as a part of its lawful 
reserve. 
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A COMPARISON OF THE RESERVE REQUIREMENTS 
UNDER THE NATIONAL BANK ACT WITH THE 
ORIGINAL AND PRESENT RESERVE REQUIRE- 
MENTS OF THE FEDERAL RESERVE ACT 

By 

Richmond Federal Reserve Bank 

A STUDY OF RESERVE REQUIREMENTS 

Let us place side by side Tables No. I and No. II (pp. 344 and 345), 
in order to compare the old reserve requirements under the National 
Bank Act with the reserve requirements under the Federal Reserve 
Act as originally passed. In Table No. I we see that the reserves re- 
quired of member banks in central reserve cities on December 31, 1024, 
under the terms of the old National Bank Act, wo\ild have been $1,- 

905.690.000. Under the terms of the Federal Reserve Act as origi- 
nally passed the required reserves of these same banks would have 
been $1,226,839,000. In like manner member banks in reserve cities 
under the terms of the old National Bank Act would have been re- 
quired to carry reserves amounting to $2,397,607,000, while under 
the terms of the Federal Reserve Act as originally passed they would 
have been required to carry $1,095,055,000. 

In like manner we see that the reserves of country banks under the 
terms of the old National Bank Act would have amounted to $1,- 

655.650.000, while under the terms of the Federal Reserve Act as 
originally passed these requirements were reduced to $956,861,000. 

Comparing the grand total shown by both tables we see that under 
the terms of the old National Bank Act all member banks on Decem- 
ber 31, 1924, would have been required to carry reserves amounting to 
$5,958,947,000, consisting of $3,766,753,000 of lawful money in their 
own vaults and $2,192,194,000 consisting of balances with banks in 
central reserve and reserve cities to the credit of reserve city banks 
and country banks. Under the terms of the Federal Reserve Act as 
originally passed the total reserves would have been $3,278,755,000, 
divided as follows: With Federal reserve banks, $1,313,818,000; in law- 
ful money in the vaults of the respective banks, $1,092,918,000; and 
either in lawful money in vaults or with Federal reserve banks, 
$872,019,000. 

In other words, if on December 31, 1924, the deposits in all member 
banks had been as they actually were on that date, and if reserves 
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had been maintained by them in accordance with the terms of the 
National Bank Act before the passage of the Federal Reserve Act, and 
if on that date a change in reserve requirements had been instantly 
made, in accordance with the requirements of the Federal Reserve Act 
as originally passed, the member banks could have completely met the 
new requirements out of their cash in vault, with $487,998,000 to 
spare, and in addition there would have been released $2,192,194,000 
of balances in central reserve city and reserve city banks standing to 
the credit of reserve city and country banks. 

The tables are so arranged that students may easily compare many 
other interesting details, but as the reserve requirements illustrated 
in Table No. II were never actually in effect, because the Federal 
Reserve Act was amended (June 21, 1917) shortly before the end of the 
three-year period, we will pass to Table No. Ill (p. 346), which illus- 
trates the reserve requirements of the Federal Reserve Act as amended 
and as it stands today. 

The student should carefully note that the figures in the first column 
of Table No. Ill represent the total reserve requirements as set forth 
in the Act. The second column shows the total amount of vault cash 
held by the various classes of banks on December 31, 1924, and the 
third column shows the total of required reserve and vault cash for 
each class of banks. In making comparisons between present reserve 
requirements, the original requirements of the Federal Reserve Act, and 
the requirements of the old National Bank Act, we should take into 
consideration the vault cash as shown in the second column of Table 
No. III. 

As shown by Table No. II, the total reserve required of all member 
banks under the original terms of the Act would on December 31, 
1924, have been $3,278,755,000. As shown by Table No. Ill, the total 
reserve requirements of all member banks on December 31, 1924, under 
the Federal Reserve Act as amended amounted to $2,160,354,000. If 
we add to this the working cash ^ictually held by all banks on De- 
cember 31, 1924 ($597,472,000), we get a total of $2,757,826,000, a 
saving of $520,929,000. 

If we compare Table No. Ill with Table No. I we find that the 
total saving (under the reserve requirements of the amended Federal 
Reserve Act as compared with the reserve requirements of the old Na- 
tional Bank Act) is more than $3,200,000,000, even after adding to the 
legal requirements of the amended Federal Reserve Act the amount of 
working cash which member banks found it necessary to carry in their 
vaults. In other words, under the Federal Reserve Act as amended, 
member banks have found it practicable to operate with less than one- 
half of the reserves required by the National Bank Act, and it should 
be remembered that our system frequently broke down under the re- 
serve requirements of the National Bank Act, while our banking sys- 
tem under the reserve requirements of the amended Federal Reserve 
Act has successfully stood strain after strain far greater than any to 
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which the banking system was subjected prior to 1914. The only 
conceivable explanation of the ability of our banking system to stand 
much more severe tests with so much less actual reserve lies in the 
efficiency of the new system, with its improved plan of pooling reserves 
and its increased facilities for expanding and contracting credit as 
occasion requires. 

A comparison of Table No. II with Table No. I discloses the fact 
that the framers of the original Federal Reserve Act, doubtless actuated 
by the same conservatism which prompted them to provide for the 
gradual transfer of reserve balances from correspondents to the Fed- 
eral reserve banks, were loath to adopt a complete and comprehen- 
sive system of reserve pooling. Under the Act as originally passed 
banks were required to maintain certain balances with Federal reserve 
banks, but they were also required to maintain certain amounts in 
lawful money in their own vaults. The difference between the total of 
these two amounts and the total required reserve could consist of lawful 
money in vaults or balances with Federal reserve banks. Assuming 
that minimum amounts had been carried in vault cash, it is interesting 
to compare the estimates of the framers of the original Federal Re- 
serve Act with the actual experience of member banks. This can be 
done by comparing the last column of Table No. II with the second 
column of Table No. III. It will of course be remembered that the 
comparison is based upon net demand deposits and time deposits as of 
December 31, 1924. 

As we see by comparison of the two tables, national banks in cen- 
tral reserve cities were supposed to need in vault cash $209,067,000. 
As a matter of fact they got on with $53,277,000, or $155,840,000 less 
than was supposed to be necessary. State member banks in central 
reserve cities were supposed to need $199,879,000 vault cash. They got 
on with $44,920,000, or $154,959,000 less. National Banks in reserve 
cities were supposed to need iis vault cash $212,741,000. They got on 
with $100,867,000, or $111,874,000 less. State member banks in re- 
serve cities were supposed to need as vault cash $152,277,000. They 
managed with $77,671,000, or $74,606,000 less. National country banks 
were supposed to need $245,867,000 in vault cash. As a matter of 
fact, they needed $254,173,000, or $8,306,000 more. State member 
country banks were supposed to need $73,087,000 vault cash, while they 
managed with $66,614,000, or $6,473,000 less. The total vault cash for 
all member banks, as provided by the original terms of the Act, was 
$1,092,918,000. The amount actually needed on December 31, 1924, 
by all banks was $597,472,000, an amount very little more than half 
of the amount thought necessary. It should be perfectly clear from 
these comparisons that by far the most economical arrangement, both 
as to total reserve requirements and as to actual vault cash needed, are 
those outlined in the amended Federal Reserve Act rather than in the 
Federal Reserve Act as originally passed. 

There is another very important fact which should not be lost 
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sight of. The provisions of the Federal Reserve Act as originally 
passed would have had the effect that balances in Federal reserve banks 
on December 31, 1924, should amount to $1,313,818,000, with a possible 
increase to $2,185,837,000, provided all optional portions of required 
reserves were deposited with the Federal reserve banks. On the other 
hand, the amended Federal Reserve Act provided in effect that the 
balances of member banks in Federal reserve banks on December 31, 
1924, should be $2,160,354,000, or some $25,000,000 less than the pos- 
sible amount under the original terms of the Act. In other words, 
while member banks were required under the terms of the amended Act 
to impound practically $500,000,000 less as reserves, Federal reserve 
banks were assured the use of $840,000,000 more than they could posi- 
tively count on under the terms of the Act as originally passed. It is 
perfectly apparent that as between the terms of the Act as originally 
passed and the terms of the Act as amended the amount of pooled re- 
serve was substantially increased, while nearly $500,000,000 of reserve 
money was released, to be loaned by member banks at current rates. 


ANOTHER CIRCUMSTANCE TENDING TO THE REDUCTION 
OF ACTUAL RESERVES 

As we have already seen by comparing Tables Nos. I, II, and III, 
the reserves required to be carried were materially reduced by the 
passage of the Federal Reserve Act in its original form and again 
substantially reduced by the amendment of June 21, 1917, even after 
adding to the reserves required by the amended Act the vault cash 
which the banks found it necessary to carry for their own convenience. 
At the same time another and by no means an unimportant factor has 
developed. 

Under the National Bank Act reserves at the same percentage were 
required upon all of the net deposits of a certain bank. In other words, 
there was no distinction between different kinds of deposits. On the 
other hand, the Federal Reserve Act, both in its original and in its 
amended form, makes a distinction between net demand deposits and 
time deposits, providing for a much lower percentage of reserve on the 
latter. This circumstance has encouraged member banks to classify as 
time deposits as large a proportion of total deposits as possible. In 
Table No. I w^e have shown for all member banks, divided into six 
groups, net demand deposits and time deposits separately. An in- 
spection of this table will indicate that the ratio between time deposits 
and total net deposits is as follows: 

In central reserve cities the time deposits of national banks are 
9.92% of total net deposits and for state member banks time deposits 
are 19.26% of total net deposits. 

In reserve cities the time deposits of national banks are 24.31% of 
total net deposits and for state member banks time deposits are 48.76% 
of total net deposits. 
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In country banks the national bank ratio is 46.94% of total net de- 
posits, and the state bank ratio is 49.72% of total net deposits. 

(NOTE: The student should note carefully that in the published 
reports of the Comptroller of the Currency with reference to National 
banks and in similar reports of the Federal Reserve Board with refer- 
ence to State bank members the items under the caption ‘‘Net amount 
on which reserve is computed^’ are not actual but theoretical amounts. 
In other words, the amount given for any bank or group of banks is 
not the total of net demand deposits and time deposits but is the total 
of net demand deposits and time deposits reduced to the same reserve 
basis. For example, if a member bank in a reserve city should have 
$10,000,000 of net demand deposits and $5,000,000 of time deposits, 
the amount would be stated in the table not $15,000,000 but $11,- 
500,000, because the reserve on $10,000,000 of net demand deposits at 
10% and on $5,000,000 of time deposits at 3% is equivalent to the 
reserve on $11,500,000 at 10%. In all the tables accompanying this 
letter actual net demand deposits and actual time deposits calculated 
from the figures in the tables of the Comptroller and the Federal Re- 
serve Board have been shown.) 


OTHER IMPORTANT FEATURES OF THE AMENDMENT OF 

JUNE 21, 1917 

As was pointed out in the preceding paragraph, the ability of our 
banking system to stand much more severe tests with so much less 
actual reserve lies in the efficiency of the new system with its im- 
proved plan of pooling reserves and its increased facilities for expand- 
ing and contracting credit as occasion requires. We will now con- 
sider the increased facilities of the Federal reserve banks for expanding 
credit when necessary. These increased facilities arise from two circum- 
stances brought about by the amendment: first the new reserve re- 
quirements illustrated in Table No. Ill tend to encourage the concen- 
tration of gold in Federal reserve banks; and, second, certain features 
of the -amendment not yet referred to in this letter enable Federal re- 
serve banks to make full use of the impounded gold when it becomes 
necessary to expand credit to meet emergencies or special conditions. 
We will consider these two features separately. 

THE CONCENTRATION OF GOLD IN FEDERAL 
RESERVE BANKS 

Under the original provisions of the Federal Reserve Act member 
banks were required to carry certain ])ortions of their required reserves 
in their own vaults and were allowed to carry in the same way certain 
additional portions of their required reserves. Whatever portion of 
its required reserve each bank carried in its own vault had to be in 
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the shape of gold or other lawful money. Consequently, from the point 
of view of the member bank a material distinction was made between 
lawful money (gold, gold certificates, silver certificates, Treasury notes, 
greenbacks, and silver coin) which could be counted as reserve and 
other forms of money (national bank notes and Federal reserve notes) 
which could not be counted as reserve. As an inevitable consequence 
every member bank had to discriminate between lawful money and 
other forms of currency, and in this process of discrimination it natu- 
rally requested shipments of money in the form of lawful money, and 
shipped to its Federal reserve bank or paid out over its counter those 
forms of money which could not be counted by it as a part of its re- 
quired reserve. Not only did this general practice tend to concentrate 
lawful money (particularly gold and gold certificates) in the vaults of 
member banks, but it tended to promote the circulation of lawful money 
to the exclusion of Federal reserve notes and national bank notes. 
Under the amended Federal Reserve Act, which requires member banks 
to keep all of their reserves (but in a materially decreased amount) 
w’ith Federal reserve banks and which makes no stipulation as to the 
kind of money which a member bank may carry in its vault, the 
situation is entirely altered. As long as Federal reserve notes are 
freely accepted by the public (and since they are and always have 
been exchangeable for gold or lawful money on demand, there has 
been no reason why they should not bo freely accepted) and as long 
as vault cash can consist of any form of good money, no bank has 
any preference for one form of money over another, and the wide 
circulation of Federal reserve notes has been greatly facilitated. As a 
consequence, not only have Federal reserve banks been able to accu- 
mulate greater quantities of gold and lawful money in their own 
vaults, but far less gold and lawful money has been outstanding in 
the pockets of the people and in the tills of the merchants. 


IMPROVED FACILITIES OF FEDERAL RESERVE BANKS FOR 
EXTENDING CREDIT WHEN NECESSARY 

Under the original provisions of the Federal Reserve Act Federal 
reserve notes could be issued only against eligible and commercial 
paper, in addition to which Federal reserve banks were required to 
hold a gold reserve of 40% against outstanding Federal reserve notes. 
Under the provisions of the Amendment of June 21, 1917, Federal re- 
serve banks can issue Federal reserve notes against 40% of gold and 
60% of eligible paper. The effect of this change is to enable Federal 
reserve banks to make full use of the gold accumulated in their vaults 
as a basis of credit to member banks. 

Under existing conditions there are in effect two large classes of 
depositors in Federal reserve banks — the member banks with their 
deposits of required reserves, and the holders of Federal reserve notes. 
In effect the holder of a Federal reserve note under existing law is in 
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fact a holder of a demand certificate of deposit of a Federal reserve 
bank, which certificate is secured by a special deposit with the Federal 
Reserve Agent of 100% collateral, which may consist entirely of gold 
or of gold and eligible paper in any proportion between 40% and 100% 
of gold, and the remainder in eligible paper. In addition to this, the 
Federal reserve note is a direct obligation of the United States Gov- 
ernment, is secured by first lien on all of the assets of the Federal 
reserve bank through which it is issued, and is redeemable in gold or 
lawful money upon the demand of the holder. 

The Federal Reserve Act as originally framed was based upon the 
theory that member banks would discount eligible paper with Federal 
reserve banks and accept payment in Federal reserve notes as a means 
of getting Federal reserve notes into circulation. In practice this is 
seldom, if ever, the case. Under the Federal Reserve Act as it exists 
at present Federal reserve notes may be directly issued in exchange 
for gold, and this gold may be used as the basis of credit to member 
banks, with the reservation, however, that a gold reserve of at least 
40% must be retained against all outstanding Federal reserve notes. 

CAN RESERVE REQUIREMENTS BE STILL FURTHER 
REDUCED? 

During recent years, and particularly since many of us have had 
time to forget the period during which the Federal reserve banks found 
it necessary to rediscount for piember banks to such an extent that 
their own reserves were reduced almost to the minimum under the 
provisions of the Federal Reserve Act, there have been numerous pro- 
posals to still further reduce the required reserves of member banks 
generally and country banks in particular. At the last session of 
Congress (December, 1924) a bill was actually introduced, the object 
of which was to effect material reductions by retaining present reserve 
percentage requirements but allowing all classes of member banks to 
maintain 40% of required reserves in the shape of cash in vault. 

The passage of such an amendment would have several effects upon 
existing conditions: first, in so far as the 40% of required reserve 
would replace the vault cash which each bank finds it necessary to 
carry as a matter of practice, just so much money would be released 
for lending purposes or rather become the basis of additional credit 
expansion; and, second, the ability of Federal reserve banks to take 
care of their member banks in emergencies or to provide them with 
funds to meet their seasonal requirements would be greatly lessened 
by reducing the funds now held by Federal reserve banks as a basis 
for credit expansion. In other words, for each dollar now held by a 
Federal reserve bank as the reserve deposit of some member bank the 
Federal reserve bank could count positively on no more than sixty 
cents. 

In order to illustrate the effects of the proposed amendment we have 
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prepared Table No. IV for comparison with the other tables accom- 
panying this letter. As the amendment is not in final shape, it is 
probably not worth while to discuss it in detail, especially as the student 
can work out these details for himself along the lines already sug- 
gested in this letter ^n comparing Tables No. I, II, and III. We may 
call attention, however, to the fact that the principle of pooling re- 
serves, the ijomplete adoption of which enabl^ us to pass from the 
condition indicated in Table No. II to that indicated in Table No. Ill, 
is at least partially abandoned. Moreover, as will be readily seen, the 
vault cash provided for by the retention of 40% of required reserve 
is in no case even approximately the amount which experience has 
demonstrated that it is necessary for banks to carry. In both classes 
of central reserve banks and in both classes of reserve city banks 40% 
of required reserve greatly exceeds the amount which the banks have 
found it necessary to carry as working cash, while country banks, both 
national and state, would be inadequately supplied with vault cash 
at 40% of their required reserves. 

Ostensibly the bill proposes to return to the original requirements 
of the Act. It does not, however, propose to reinstate the reserve 
percentages originally laid down in the Act. 

In considering the safety and practicability of reductions in reserve 
requirements, however such reductions are proposed to be made, it 
may be advantageous for us to remind ourselves of the real purposes 
back of reserve requirements. Some people seem to have the im- 
pression that the reserve requirement is some sort of a franchise tax 
imposed on a banL Still others seem to regard it as an enforced 
contribution to the \rorking assets of a Federal reserve bank. As a 
matter of fact, a reserve is neither of these things. It is a safety 
fund set up for the benefit of the bank required to keep the reserve, 
and of all persons concerned that particular bank has by far the 
greatest interest in being certain that the reserve requirement is not 
too low to stand any strain to which it is likely to be subjected. 

When an engineer is called upon to construct a bridge over a stream 
he first carefully surveys the location. He then decides upon the type 
of bridge best suited to the location and to the traffic which is expected 
to pass over. After having drawn his design he carefully calculates 
the maximum strain which may be put upon each girder, support, 
brace, or other member of his structure under any condition which is 
likely to occur. He then provides that each girder, support, brace, 
etc., shall be not merely strong enough to stand the maximum strain 
but several times as strong as seems to be necessary. This is what 
engineers call the factor of safety, and no engineer in building a bridge 
costing, say, one million dollars, would take the slightest chance of its 
collapsing under any conditions merely for the sake of saving a few 
thousand pounds of steel or a few thousand dollars in cost. 

While it is not necessary that reserves required of banks should be 
several times the amount likdy to be needed under any circumstances. 
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it is infinitely better that they should be a little higher than is neces- 
sary rather than a little lower than is necessary. An error on the side 
of safety can do but little harm, while an error on the other side may 
be disastrous. 

It should always be borne in mind that under the system of reserves 
set up by the National Bank Act each national bank was required to 
maintain its own independent reserve either in lawful cash in its own 
vault or partly in such cash and partly in the shape of balances with 
correspondents. As these balances were always loaned out, at least 
in part, such “reserve” was by no means all that it seemed to be. 
Under the system adopted by the Act each bank was dependent solely 
upon its own reserve, and while it could use its reserve money in case 
of necessity, it was positively prohibited from making new loans or 
paying dividends while its reserve was to any extent deficient. As will 
be readily seen from Table No. I, this system was extremely expensive 
from the standpoint of impounding money as reserve, but it should not 
be forgotten that it was also extremely inefficient in that it broke down 
under strain at more or less regular intervals. 

Under the Federal Reserve System as at present constituted real 
reserves are pooled and a member bank's recourse to its reserve is 
supposed to be had by borrowing from its Federal reserve bank. More- 
over, while member banks are still forbidden to make loans when their 
reserves have been depleted by actually withdrawing all or part of 
such reserves from Federal reserve banks, they are not required to 
stop lending money while they are borrowing from Federal reserve 
banks, and experience has shovoi that this prohibition is not necessary 
if and when Federal reserve banks are being properly administered 
and reasonable restraints are imposed upon borrowings of member 
banks. At the same time we should remember that the total reserves 
of all member banks, which have been greatly reduced from the re- 
quirements of the National Bank Act, are not 100% intact, except 
when Federal reserve banks are not rediscounting anything for member 
banks. 

Reference has already been made to the fact that since the division 
of deposits into two classes, net demand deposits and time deposits, 
and since different reserve requirements are set up for each class, quite 
a substantial reduction in reserves actually carried has been effected 
by the classification of an increasing amount as time deposits. In order 
that we may appreciate the extent to which reduction in required re- 
serves has already gone we append the following table showing the 
ratio of reserve required to total net deposits. In other words, the 
table shows for each of the six classes of banks we have been con- 
sidering the ratio of reserve carried to total net deposits under the 
terms of the National Bank Act, the Federal Reserve Act as originally 
passed, the Federal Reserve Act as amended (including vault cash 
carried in addition to required reserves), and the Federal Reserve Act 
under the proposed amendment. 
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Nat. Bank F.R.Act 

F.R.Actl9S4 

Amendment 


Act 

ms 

{Vault cashinc.) 

Proposed, 

Central reserve cities: 

National banks 

25.00% 

16.71% 

13.43''^ 

12.01% 

State bank members.. 

25.00% 

1550% 

12.24% 

11.07% 

Reserve city banks: 

National banks 

25.00% 

1257% 

10.28% 

8.30% 

State bank members.. 

25.00% 

10.12% 

8.31% 

659% 

Country banks: 

National banks 

15.00% 

8.71% 

8.13% 

5.12% 

State bank members.. 

15.00% 

8.52% 

7.60% 

5.01% 

All banks 

21.09% 

11.61% 

9.76% 

7.65% 


Whatever may be eventually decided as to the practicability of 
reducing reserve requirements either as a whole or with reference to 
one or more classes of member banks, it should be apparent from the 
foregoing that reductions or alterations should be made with extreme 
care and only after thorough investigation as to the effect of such 
reductions or alterations, not only upon the banks required to main- 
tain reserves but also upon the Federal reserve banks, with particular 
reference to their continued ability to function with the highest degree 
of efficiency and their continued ability to furnish to all member banks 
under all circumstances whatever measure of assistance may be re- 
quired. Moreover, the problem is on^ in which no one can have a 
greater or more vital interest than the member banks themselves, for 
it is upon them in the first instance that the effects of any mistake 
would inevitably fall. 

A BRIEF STATEMENT OF SOME OF THE EFFECTS OF PRO- 
POSED ALTERATIONS ON FEDERAL RESERVE BANKS 

Reference has already been made to the effect of at least one pro- 
posal to amend the Federal Reserve Act, with special reference, how- 
ever, to the reserve requirements of member banks themselves. It 
may be well for us to consider very briefly some of the effects of the 
proposed alterations in the law on the Federal reserve banks, with 
special reference to their ability to rediscount for member banks. 

A careful analysis of the published statements of the twelve Federal 
reserve banks at the close of business April 29, 1925, discloses the fact 
that under the existing provisions of law and without the acquisition 
by Federal reserve banks of any additional gold, rediscounts could be 
granted to member banks, in addition to those already held by Federal 
reserve banks, to the extent of $3,884,000,000, provided, of course, 
payment could be made by the Federal reserve banks in Federal re- 
serve notes, and provided further that those Federal reserve notes 
would stay out in circulation and not be presented to Federal reserve 
banks for redemption in gold or lawful money. In other words, under 
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the existing provisions of law and under the assumption that Federal 
reserve note circulation would increase with increasing rediscounts, 
as it did during the period of greatest expansion, Federal reserve banks 
had a theoretical limit of expansion on the date mentioned of 
$3,884,000,000 beyond what they were actually lending to member banks 
on that date. 

If all the features of the proposed amendment were incorporated in 
the law, except that feature the effect of which would be to transfer 
40% of required reserves to the vaults of member banks, the theoretical 
expanding power of Federal reserve banks on the basis of the figures 
of April 29, 1925, would be reduced to $1,959,000,000, or practically 
one-half of the limit under existing provisions of law. 

If all the features of the proposed amendment were put into effect, 
including the transfer of 40% of required reserves from Federal reserve 
banks to the vaults of member banks, the expanding power, based upon 
the figures of April 29, 1925, would be reduced to $537,000,000, or a 
little less than one-seventh of the theoretical expanding power under 
the present provisions of the law.^ 

It may be argued that under no conceivable conditions that are at 
all likely to confront us (unless the world should become involved in 
another war) would it be necessary for Federal reserve banks to redis- 
count for member banks anything like $3,884,000,000 of paper in 
addition to the amount held by them on April 29, 1925. On the other 
hand, it should be remembered that a condition which might be con- 
servatively described as an alarming crisis would undoubtedly supervene 
long before all Federal reserve banks had reached their limit of possible 
expansion. In other words, with a possible limit of three and one-half 
billions of dollars a seasonal expansion of five hundred million dollars 
would cause far less concern than the same expansion (whatever might 
be its necessity) would occasion if the theoretical limit of expansion 
were reduced to one-half or one-fourth that amount. 

Moreover, the country has during the last few years faced a number 
of situations calling for the temporary expansion of credit on the part 
of Federal reserve banks, in which it is safe to say that the System 
could not have functioned with its total possible lending power to 
member banks reduced to $537,000,000 in excess of the amount actually 
being loaned to member banks on April 29, 1925. 

Federal Reserve Bank op Richmond 

*The student should remember that we are here studying a principle 
rather than attempting to arrive at a mathematical result. 
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TABLE NO, I 
NATIONAL BANK ACT 

Reserve Requirements of National Bank Act Prior to Federal Reserve 

System 

Based on published statements as of December 31, 1924 
(000 omitted) 


Central Reserve Cities: 

National banks — 

N. D. D $ 3,381,044 

T. D. 372,276 

Total % 3,753,320 

State bank members — 

N. D. D $ 3,124,348 

T. D 745,093 

Total $ 3,869,441 

Sub-totals .... 

Reserve Cities: 

National banks — 

N. D. D $ 3,843,264 

T. D 1,234,654 

Total 3 5,077,918 

State bank members — 

N. D. D $ 2,312,066 

T. D 2,200,448 

Total $ 4,512,514 

Sub-totals .... 

Country Banks: 

National banks — 

N. D. D t 4,491,325 

T. D. 3,972342 

Total S 8,464,167 

State bank members — 

N. D. D S 1394,075 

T. D 1379,425 

Total 3 2373300 

Sub-totals .... 

Grand Totals: 

N. D. D 318,446,122 

T. D 9,804,738 

328350360 


Reserve 

Required 

25% 

Balance with 
Approved 
Res. Agents 

0 

Cash in 
Vault 

25% 

3 845361 
93,069 

3 938330 ' 


$ 938,330 

3 781,087 
186,273 

3 967,360 ' 


3 967,360 

31,905,690 


$1,905,690 

25% 

12‘A% 

12 %% 

3 960,816 
308,663 
31369,479 

3 634,740 

3 634,739 

3 578,016 
550,112 
31,128,128 

3 564,064 

3 564,064 

32,397,607 

$1,198,804 

31.198,803 

15% 

9 % 

6% 

3 673,699 
595,926 
$1,269,625 

3 761,775 

$ 507,850 

$ 194,111 
191,914 

S 386,025 

3 231,615 

$ 154,410 

$1,655,650 

3 993,390 

$ 662,260 

35,958,947 

34,032,990 

1,925,957 

$2,192,194 

33,766,753 


35,958,947 
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TABLE NO. II 

FEDERAL RESERVE ACT-ORIGINAL 
Required Reserves under Original Provisions of Federal Reserve Act 
Based on published statements as of December 31, 1924 
(000 omitted) 

Required With Cash in 

Reserves F.R.B. Optional Vault 


Central Reserve Cities: 18% & 5% 7/18 5/18 6/18 

National banks $ 243,612 

N. D. D $ 608,588 S 174,223 

T. D 18,614 S 209,067 

Total 8 627,202 

State bank members. S 233,192 

N. D. D $ 562,382 S 166,566 

T. D 37,255 $ 199,879 

Total $ 599,637 

Sub-totals .... $1,226,839 $ 477,104 % 340,789 $ 408,946 

Reserve Cities; 15% & 5% 6/15 4/15 5/15 

National banks $ 255,289 

N. D. D $ 576,490 $ 170,193 

T. D 61,733 $ 212,741 

Total S 638,223 

State bank members. $ 182,733 

N. D. D $ 346,810 $ 121,822 

T. D 110,022 $ 152^77 

Total $ 456.832 

Sub-totals .... $1,095,055 $ 438,022 $ 292,015 $ 365,018 

Country Banks; 12% & 5% 5/12 3/12 4/12 

National banks $ 307,334 

N. D. D $ 538,959 $ 184,400 

T. D 198,642 $ 245^67 

Total $ 737,601 

State bank members. $ 91,358 

N. D. D $ 155,289 $ 54,815 

T. D 63,971 $ 73,087 

Total $ 219,260 

Sub-totals .... $ 956A61 $ 398,692 $ 239,215 $ 318,954 

Grand Totals: $3,278,755 $1,313318 $ 872,019 $1,092,918 
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TABLE NO. ra 

FEDERAL RESERVE ACT AS AMENDED 
Required Reserves and Working Cash under Amended Federal Reserve Act 
Based on published statements as of December 31, 1924 
(000 omitted) 



Required Res. 

(Working Cash 



with F.R.B. 

in Vault) 

Total 

Central Reserve Cities: 

13% & 3% 



National banks 

S 450,704 

$ 53,227 

% 503,931 

State bank members .... 

$ 428,518 





$ 44,920 

$ 473,438 

Sub-totals 

$ 879,222 

S 98,147 

S 977,369 

Reserve Cities: 

10% & 3% 



National banks 

% 421,366 

$ 100367 

$ 522,233 

State bank members .... 

$ 297,220 

1 77,671 

1 374,891 

Sub-totals 

S 718,686 

S 178,538 

$ 897,124 

Country Banks: 

7%&3% 



National banks 

% 433,578 

$ 254,173 

$ 687,751 

State bank members . . . . 

% 128,968 

$ 66,614 

S 105,582 

Sub-totals 

$ 562,546 

% 320,787 

$ 883,333 

Grand Totals: 

$2,160,354 

$ 597,472 

$2,757326 
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TABLE No. IV 
PROPOSED AMENDMENT 

Required Reserves under Proposed Amendment to Federal Reserve Act 
Based on published statements as of December 31, 1924 
(000 omitted) 



Reserve Req. 

Res. Req, in 



with FM.B, 

Vault or with Bk* 

Total 

Central Reserve Cities: 




National banks 

S 270,422 

t 180,282 

$ 450,704 

State bank members .... 

t 257,111 

$ 171,407 


$ 428,518 

Sub-totals 

$ 527,533 

S 351,689 

S 879,222 

Reserve Cities: 




National banks 

$ 252,820 

$ 168,546 

$ 421,366 

State bank members ... 

$ 178,332 

> 118,888 


$ 297,220 

Sub-totals 

S 431,152 

$ 287,434 

$ 718,586 


Country Banks: 
National banks 


State bank members 


Sub-totals 


S 260,147 
$ 77,381 
$ 337,528 


$ 173,431 

$ 433,578 

S 51,587 

$ 128,968 
I 225,018 I 562,546 


Grand Totals: 


$1,296,213 $ 864,141 $2,160,354 
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Collateral loans, 102, 206-216 
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Collection process, 5^1, 105 
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Par collection, 61 
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yield, 149 
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Compared with call loans as to 
yield, 151-152 
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Country banks, 48, 104, 105, 333-347 
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And the price level, 220 
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Credit policy {continued) 
Production and employment, 237 
Reserve ratio, 236 
Credit regulation 
Need for, 224 
Means of control, 225 
Open market operations, 230 
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Bank money convertible into, 111, 
121 
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Earlier system faulty, 43-44 
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Emergency currency, 83 
Shortage in crises, 77 
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Cyclical fluctuations in business, 
72, 224-225 

Defects of earlier banking system, 
43 

Absence of broad discount mar- 
ket, 73 

Faulty circulating media, 43 
Handicap of insufficient capital, 
45 

Ineffective utilization of reserves, 
71 

Inelastic bank notes, 44, 111 
Reserve concentration in New 
York City, 74 
Definitions of terms 
Bank acceptance, 125 
Bank credit, 201 
Bank notes, 44 
Bill of exchange, 155 
Call loan, 74 
Cashier’s check, 34 
Certified check, 34 
Commercial banking, 8 
Commercial paper, 137 
Interest accrued, 275 
Investment banking, 8 
Open market, 230 
Primary reserve, 65 
Promissory note, 37 
Proportionate balance, 180 
Secondary reserve, 68 
Time deposits, 104 
Unearned discount, 275 
Demand deposits, 29-30 
Department store banking, 8 
Depositors and borrowers, 179 
Deposits 

Derivative deposits, 179 
Gross deposits, 269 
Increased by loans, 183 
Nature of, 24, 36 
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Deposits {continued) 

Relation to reserves and loans, 
178, 185, 195 

Directors of federal reserve banks, 
89 

Directors of national banks, 316 
Discount market, 135 
Districts of Federal Reserve Sys- 
tem, 89 

Diversification, need for, 27 
Dividends paid by reserve banks, 
88-89 

Domestic exchange, 155 
Double liability, 23 
Drafts, sight, 156 
Due from banks, 276 

Earning assets, 26, 243 
Earnings 

Of member banks, 227 
Of federal reserve banks, 88-89, 
317 

Utilization of, 23 
Elasticity 

Of national banknotes, 45, 79-80 
Of federal reserve notes, 112 
Of entire circulation, 121 
Perverse elasticity of national 
banks notes, 80, 122 
Eligible paper, 100 
Volume decreasing, 246 
Employment, as a guide' to credit 
policy, 237 

Emergency currency, 83 
Exchange charges distinguished 
from service charges, 59 
Exchanges for clearing, 33, 277 
Expansion of reserves 
Theoretical limit, 197 
Actual limit, 199 

Failures of banks, 46, 264 
Farm Loan Act, 169 
Its significance to commercial 
banking, 176 

Federal Advisory Council, 95 
Federal land banks 
Initial capital, 169 
Importance to commercial bank- 
ing, 176 

Sources of funds, 170 
Character of permitted loans, 169 
Federal Reserve Act 
Changes that were needed, 86 
Federal Advisory Council, 95 
Federal Reserve Board, 90 
Fiduciary powers to national 
banks, 99 

Lessened reserve requirements, 103 


Federal Reserve Act (contmued) 
Paper eligible for rediscount, 101 
Recognition of agriculture, 100 
Savings deposits recognized, 105 
Federal reserve notes, 112-118 
Federal reserve bank notes, 118- 
120 

Federal Reserve Agent, 91 
Federal reserve bank notes, see 
Note Issues 

Federal reserve notes, see Note Is- 
sues 

Federal reserve bank, collection ac- 
count, 276 

Federal reserve banks 
Combined statement, 93 
Competition inoperative, 97 
Earnings, 88-89, 317 
Management, 89 
Powers, 320-330 
Federal reserve bill, 84 
Federal Reserve Board 
Composition, 90 
Eligibility of members, 90 
Control of credit policies, 95 
General jurisdiction only, 97 
Powers, 91 

Suspension of reserve require- 
ments, 200 

Federal reserve collection system, 
106 

Volume of operations, 109 
Federal reserve districts, 88 
Federal Reserve System 
Democratic control, 89 
Management, 89 
Operation, 99 
Organization, 88 

Fiduciary powers of national banks, 
99 

‘^Float,'^ 33 

Foreign exchange, 155-162 
Franchise tax, 89 
Free silver controversy, 81, note 
Funds, banking system not founded 
on, 201 

Gold movements, 163 
Gold certificates, 81, 122 
Gold redemption funds, 44, 275 
Gold Settlement Fund, 107, 195 
Greenbacks, 78 
Gresham^s Law, 44 
Gross deposits, 269 
Guides to credit policy, 236 

Indeterminate charter 
For national banks, 249-250, 307 
For federal reserve banks, 265, 316 
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Inter-district lending of funds, 96 
Interest rates 

Effect of increased rates, 234, 235 
In New York City, 134 
Power over rates, 97-9$ 
Intermediate Credit Act, 172 
International trade, 159 
Financing of, 161 
Rate of exchange, 162 
Interest accrued, 275 
Investment trusts, 8 
Investments 

Security investments increasing, 
243, 254, 307 

Relation to time deposits and to 
proprietary items, 273 
Irredeemable paper money, 78 

Joint-stock land banks, 170-173 

Lawful reserve at federal reserve 
bank, 268-269, 278 
Leaf, Dr. Walter, quoted, 40 
Legal reserves 

Amount required by National 
Bank Act, 47-47 

Amount decreased by Federal Re- 
serve Act, 104 
Computation, 270 
Suspension of, 200 
Wisdom of questioned, 49-52 
Lending power 

Conditioned upon reserves, 39-40, 
178 

Potential bank credit, 203 
Liquidity, 27 
Loans 
Call, 124 
Classified, 205 

Expansion possible, 197-199 
Loan process, 37 
Loans and discounts, 38 
Limitation, 39 

Maximum to one interest, 232, 
311 

Real estate, 256, 315 
Relation to deposits, 36-38 
Secured, 206 
Unsecured, 216 

McFadden Act 
Branch banking, 259, 309 
Consolidations, 251, 305 
Corporation-controlled banks, 262 
Indeterminate charters 
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reserve banks, 265, 316 
Investment securities, 254, 307 
Loans to one interest, 252, 308 
Marketable requirement, 255, 307 


McFadden Act {continued) 

Real estate loans, 256, 315 
Safe deposit business, 253, 308 
Text of Act, 305-316 
Management of federal reserve 
banks, 89 

Manufacture of bank credit, 203 
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dcn Act, 255, 307 
Medium of exchange, 2, 3, 8 
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Eligibility, 310, 317 
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Federal Reserve Act, 104, 331 
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Money market, 134 
Morris Plan banks, 8 

National Bank Act, 44-45 
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National bank notes, 78 
Profit on, 79 
Elasticity of, 122 
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ments, 46, 308 

National Monetary Commission, 83 
National reserve associations, 84 
Net demand deposits, how deter- 
mined, 270 
Note brokers, 138 
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Federal reserve notes, 112 
Authority for, 326-331 
Elasticity of, 112-114 
Security, 112 

Federal reserve bank notes, 118 
National bank notes, 78-79, 122 
Notes 

Collateral, 214 
Promissory, 37 
Secured, 206 

Open market, 230 
Open market operations 
As a means of control, 230 
Effect of, 233 

Guides for credit policy, 234 
Limitations, 325 

Merely auxiliary to rate changes, 
236 

Organization Committee, 88 

Par collection, 61 
Par of exchange, 162 
Perverse elasticity of national bank 
note issues, 80, 122 
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Phillips, C. A., quoted, 179 
Pittman Act, 

Price level 

As a guide to credit policy, 237 
Compared with credit expansion, 
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